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Many small business firms seem to 
exercise no choice in the selection of 
their annual accounting periods. Per- 
haps this occasions them no hardship, 
but in “Tax Considerations in Selecting 
a Partnership Accounting Period” the 
author warns that there are important 
tax consequences which should influ- 
ence the selection of an annual account- : 
ing period. * * * * © * *# 
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Acq. and Non-acq. 


Statute of Limitations 
in Criminal Tax Prosecutions 
Sir: 


Two articles of mine describe the dilemma 
of taxpayers who are required by law to file 
tax returns with collectors who are located 
outside of the judicial districts in which the 
taxpayers reside or have their principal places 
of business. This results in such taxpayers 
being deemed to be absent from the districts 
in which the alleged offenses have been 
committed. Consequently, the taxpayers’ 
absence from the districts tolls the statute of 
limitations and thus permits an indictment 
at any time in the future. 


These articles were called to the attention 
of the Honorable Richard M. Simpson, a 
member of Congress from the seventeenth 
district of Pennsylvania. Mr. Simpson, who 
is a member of the House of Ways and Means 
Committee, became interested in the prob- 
lem and, after investigation, introduced a 
bill on February 19, 1951 (H. R. 2769), 
which is intended to remedy the injustice by 
striking from Section 3748 (a) of the Code 
the provision which creates this anomalous 
situation. 

HarRo_p W. WOLFRAM 
New York Clty 


Note: The sentence which H. R. 2769 
proposes’ to delete from Section 3748 (a) 
of the Code reads as follows: “The time 
during which the person committing any of 
the offenses above mentioned is absent from 
the district wherein the same is committed 
shall not be taken as any part of the time 
limited by law for the commencement of 
such proceedings.” Persons interested in 
this bill should contact their representatives 
in Congress. 


Mr. Wolfram’s two articles on this subject 
appeared in the January and July, 1950 
issues of TAXEs at pages 53-58 and 609-616, 
respectively.—Editor. 
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Questions on Section 117 (j) 
SIR: 


Now that the livestock men. have won 
their Section 117 (j) issue in two circuit 
courts, I’d like to hear some reader reaction 
to the fgllowing: (1) Does the operator of 
a fish hatchery have a Section 117 (j) gain 
on all fish sold which are over six months 
of age? (2) Is there anything in the Inter- 
nal Revenue Code which would prevent the 
Bureau from holding that the cost of raising 
breeding stock must be capitalized if live- 
stock men persist in taking expenses at one 
hundred per cent and certain sales at fifty 
per cent? I know what the Regulations say 
relative to a cash-basis farmer and his ex- 
penses, but since the farmers have gone 
beyond the Regulations and into the Code 
to get the Section 117 (j) treatment, why 
couldn’t the Bureau go beyond the Regula- 
tions and into the Code to say that any cost 
of raising a capital asset (breeding stock) 
is not deductible? 


AN INTERESTED OBSERVER 
Sat LAKe City, UTAH 


Social Security Benefits 


A ruling in the Social Security Adminis- 
tration provides that once a determination 
of an award has been made, the application 
cannot be withdrawn. If one desires to 
accept the benefits at age sixty-five or 
seventy-five, he or she should be very 
cautious and determine in advance whether 
it would not be more advantageous to 
work another quarter or so and in that way 
receive a much larger monthly award. 

HARMON ACKERMAN 
New York CIty 


Note: The 1950 amendments to the Social 
Security Act provide increased benefits under 
a “new start” formula if the worker has 


at least six quarters of coverage after 
1950.—Editor. 
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Tax=-Wise 


Meetings of Tax Men 


American Bar Association—The Ameri- 
can Bar Association has adopted a perma- 
nent plan for holding its regional conventions 
consisting of four meetings a year in various 
areas of the country. The Southeastern 
Regional Convention was held March 7-10 
in Atlanta, and the Second Regional Con- 
vention will be held in Dallas April 16-21, 
continuing activities of Lawyers Week. 

The southeastern meeting, taking in North 
Carolina, South Carolina, Georgia, Florida, 
Alabama, Mississippi and Tennessee, in- 
cluded assembly programs, workshop lecture 
courses and complimentary social events. 
Workshop courses in taxation covered taxa- 
tion for nonspecialists, procedure before the 
Bureau, and building a tax practice. In 
addition, there were section meetings on 
administrative law, criminal law, insurance 
law, judicial administration, labor relations 
law, municipal law, real property probate 
and trust law, and taxation. 

The April meeting in Dallas will be held 
in connection with the dedication ceremonies 
of the Southwestern Légal Center, and will 
be sponsored by the ABA, the Southwestern 


-Legal Foundation, and the state bars of 


Texas, New Mexico, Oklahoma, Arkansas 
and Louisiana. The tentative program in- 
cludes: 

Workshop institutes on trial tactics, legal 
draftsmanship and taxation; conference of 
bar officials; section meetings on adminis- 
trative law, judicial and taxation; junior bar 
conference; conference on legal aid and low 
cost legal service; SMU Law School Case 
Club argument before Texas Supreme Court; 
conference on prelegal education; interna- 
tional law and relations institute; SMU law 
alumni reception; foundation meetings for 
oil and gas division, advisory board and tax- 
ation division; Texas civil judicial council; 
and annual meeting of foundation trustees. 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


Those participating in Lawyers Week will 
include: Gordon Dean, Chairman of the 
Atomic Energy Commission; Judge Harold 
R. Medina, United States District Court, 
Southern District of New York; John W. 
Davis, formerly ambassador to Britain, con- 
gressman, solicitor general and president of the 
ABA; Carrol M. Shanks, president of Pru- 
dential Insurance Company; Tom Clark, 
United States Supreme Court; Cody Fowler, 
president of the ABA; Henry R. Luce, edi- 
tor and publisher of Time, Life and Fortune; 
Dean Erwin N. Griswold, dean of Harvard 
Law School; Albert J. Harno, dean of Uni- 
versity of Illinois Law School; Price Daniel, 
Attorney General of Texas; and many other 
law notables. 


Inquiries can be directed to Gordon R. 
Carpenter, Southwestern Legal Center, Hill- 
crest at Daniels, Dallas, Texas. 


University of Miami.—The Sixth Annual 
International Conference on Taxation, spon- 
sored by the Evening Division, ‘School of 
Law, School of Business Administration of 
the University of Miami, will be held April 
9-12 at the Sea Isle Hotel, Miami Beach, 
Florida. Cooperating organizations are the 
Florida State Bar Association, Florida In- 
stitute of Accountants, Dade County Bar 
Association and Dade County Society of 
Certified Public Accountants. The confer- 
ence will cover current income tax rulings, 
the new excess profits law, tax advantages 
of Florida residence, international phases of 
taxation and problems of estate planning. 


Federal Tax Forum, Inc.—State Tax 
Night, an annual event, will be held by the 
Federal Tax Forum of New York, Inc., 
April 19 at the Hotel Roosevelt, New York 
City. The speaker of the evening will be 
William A. Sutherland, of the firm Suther- 
land, Tuttle & Brennan, Washington, D. C., 
who is president of the National Tax Asso- 
ciation. Tickets for the dinner are $10 per 
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plate, and requests for reservations can be 
addressed to Eugenia J. Reynolds, Secre- 
tary, Federal Tax Forum, Inc., 902 Broad- 
way, ‘New York 10, New York. 


National Association of Tax Administra- 
tors.—The National Association of Tax Ad- 
ministrators will hold its nineteenth annual 


meeting at Mackinac Island, Michigan, June 
13-16. 


West Virginia Tax Institute—The Second 
Annual West Virginia Tax Institute will be 
held in Morgantown, West Virginia, April 
2-4 under the sponsorship of the Department 
of Economics and Business Administration 
of West Virginia University, the West 
Virginia Society of Certified Public Ac- 
countants and the West Virginia State Bar. 
Topics to be covered will include current 


and pending tax legislation, settling contro- 
versies below the Tax Court, tax problems 
in the coal industry, the businessman’s 
estate and problems of the individual tax- 
payer. Sessions will be held in Reynolds 
Hall of the university, the Wesley Methodist 
Youth Center and the Hotel Morgan. 


Is There a Tax Collector 
in the House? 


Pictured is the form required for the pay- 


‘ment of social security tax that housewives 


must make on the wages of household help. 
The employer will pay 1% per cent and 
the employee will pay another 1% per cent, 
the total amount of tax to be deducted from 
wages by the employer and sent to the col- 
lector by means of this form. 


FOLD AND SBAL TO FORM RFNVELOPB FOR MAILING 


ao 


Employer's Quarterly Tax Return for Household Employees 


(FEDERAL OLD-AGB AND SURVIVORS INSURANCE) 


Employer's Name and Address 


Mrs. John Doe 
8888 Mein Street 
Anytown, U. S. A. 


Se aaedae E Collector 

fills in 
—— these 
Jan ~ Feb - spaces 
Due April 30, 1951 


in advance 


Fill in one line for each household employee to whom you paid $50 or more cash wages in the calendar quarter 


covered by this return, if the employee work 


ed for you on 24 or more different days in that quarter or on 24 or 


more different days in the preceding quarter. Place ase ink or typewriter. 


Employee's Social Security 
Account Number 


Make check or moncy order payable to: lasert 
COLLECTOR OF INTERNAL REVENUE bere 


Name of Employee 
tee ten wed amr etthsinn as dba PRINT 48 EHOWN ON ACCOUNT NUMBER CARD) 


“Many RRoe R. Roe 


O° | 4 3$Z67_ ~=|\|00 
u\s1tt |Susen S.Smirn | BG log ~ | 


Cash Wages Paid to Employee 1 in 
the Quarter (saroas Tax DEDUCTION) 


Eap loyer 
oe fills in 
well these lines 


35%, 


Taxes Due—3% of total cash wages. Enter total here 


(14% EMPLOYER TAX PLUS 14% EMPLOYEE TAX) 
Employer's Name and Address 
Mrs. John Doe 


8888 Main Street 
Anytown, U. S. A. 


I declare under the penalties of perjury chat chis ws # true, correct, and complete return to the best of my knowledge and belief. 


Gout 15, 7 F8L 
(Date) 


wonw 942 0. 6. TREASURY DEPARTMENT, DITERNAL BBVENUS GRICE 


(Signature of Emplover) 


Total tax 
—e— Return for Calendar Quarter is 3% 


Jan - Feb- Mar 
Due April 30, 1951 


Signature 
and date 


ee complete 


the fors 
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The first accounting and payment of the 
tax is due April 30, 1951, for the first cal- 
endar quarter of this year. 


Your maid, cook or gardener is covered 
if he or she: (1) received cash wages of 
$50 or more in a calendar quarter; (2) and 
worked full- or part-time on twenty-four 
or more days during the same calendar 
quarter, or worked on twenty-four or more 
days during the preceding calendar quarter. 
Generally, a household employee will be 
covered if he or she works regularly in one 
home at least two days a week. No tax is 
due on amounts paid to persons such as 
registered nurses or carpenters who are not 
employees but who work as independent 
contractors. Also, the taxes do not apply to 
amounts paid by an employer to his or her 
mother, father, wife or husband, or to the 
employer’s son or daughter under the age 
of twenty-one. In the case of household 
workers employed on farms operated for a 
profit, the test is the same as that used by 
the farmer in determining whether or not 
his farm help is subject to the law. 


The envelope-type form must be filed four 
times a year—April 30, July 31, October 31 
and January 3l—and may be obtained from 
the Collector of Internal Revenue. Em- 
ployees can obtain a social security number 
—required in the form—from local social 
security offices, or an application for a num- 
ber can be had from the Post Office. 


Q: What's ina Name? 
A: Tax Liability 


A manufacturer and importer of fine 
watches named Schulz owned and entered at 
shows a horse named “Schulztime.” When 
he claimed a deduction for the horse as an 
advertising expense, the Tax Court ruled 
the name was.too subtle to have advertising 
value and threw out the deduction —James 
Schulz, CCH Dec. 18,128, 16 TC —, No. 50. 


Federal Action—State Reaction 


If you live in a state which has a personal 
income tax and permits a deduction of the 
federal personal income tax, in computing 
the state tax, you are likely to lose your 
deduction. Whenever the federal tax in- 
creases, so does the state exemption. The 
result is that these states find their revenue 
from their personal income tax sliding off 
a bit. Many state governors are calling for 
repeal of this exemption in order to save 
their revenue. 


Tax-Wise 





While the loss of revenue, however small, 
is of serious concern to those states which 
have committed themselves, federal-like, to 
heavy spending programs, what is of more 
serious concern to them is the threatened 
repeal of the interest exemption accorded 
state and municipal securities. States, too, 
live beyond their income and find it neces- 


Sary to raise additional funds from the sale 


of securities. The tax exemption has been 
one of their best sales points, and if this is 
taken away by action of Congress, diffi- 
culties in marketing securities will be increased. 


Secretary Snyder claims that “the exemp- 
tion of state and municipal securities from 
federal taxation is a long-standing barrier . 
to the achievement of equity in distribution 
of the individual income tax burden.” 


New York’s Mayor Impellitteri counters: 
“This proposal came one-hundred-fifty years 
too late because the present exemptions are 
part of the scheme of the federal system. 
They are part of the whole fabric of our 
financial structure.” 


The reaction of states to this pushing 
around by the federal government is no less 
vehement when Congress proposes to in- 
crease federal cigarette and gasoline taxes, 


Many states have sent memorializing 
resolutions to Congress in sharp protest 
against this threatened invasion of their 
fields of revenue. 


Some states see a way to slap Uncle’s 
hands, in fact, to tie them for a long, long 
time. A constitutional amendment can do 
this. The threatened amendment to the 
Constitution is one that would limit the 
federal tax on incomes, estates and gifts 
to a maximum rate of twenty-five per cent, 
except in time of war. This proposal is now 
being sponsored by the Western Tax Coun- 
cil of Chicago. 


The movement to limit the federal gov- 
ernment’s power in the matter of taxes 
seems to have been started by the American 
Taxpayers Association in 1938: “The pres- 
ent unlimited power of Congress to tax every- 
body’s income [should be] repealed 
and a limit be placed on the power of Con- 
gress to tax your income and mine and that 
limit [should be] . . . twenty-five per cent.” 


From there, the Committee for Constitu- 
tional Government, Inc., took it up: “The 
amendment should be adopted for (1) it should 
provide the needed assurance which statutory 
law cannot, against recurring abuse of the 
federal taxing power—and the power to 
destroy. (2) It should free the states from 
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federal domination and preserve our pres- 
ent form of government.” 


Opposition to the proposal has been voiced 
by Harold M. Groves (Production, Jobs and 
Taxes) and William Anderson, University 
of Minnesota. 


Mr. Groves says: “The extreme left calls 
for a ceiling’on incomes and the extreme 
right for a ceiling on taxes.” Mr. Anderson 
finds that the proposal to amend the Con- 
stitution has “distinctive features and yet 
is also typical of what happens in democratic 
societies. In someone’s mind a plan is born 
—a Townsend Plan, or $30 Every Thursday 
or an over-all proposed tax limitation. It 
may be a proposal to spend money or it may 
be one against spending money or taxes.” 


For the political potentialities that an is- 
sue of this kind holds, it has réceived little 
publicity. Certainly, none of the widely 
publicized tax plans so prevalent during the 
waning days of the last war made mention 
of placing a ceiling on federal taxes. 


Wyoming was the first state to adopt a 
resolution memorializing Congress to pre- 
sent this measure to the people as the 
twenty-second amendment to the Constitu- 
tion. Next, the movement received support 
from the State of Massachusetts. Then 
New York, Pennsylvania and Illinois took 
steps to join the movement, at this time 
being sponsored by an organization calling 
itself State Legislators for the X XII Amend- 
ment. Merle B. Smith, at that time the 
speaker of the Arkansas Assembly, was 
head of this organization with headquarters 
in Pine Bluff, Arkansas. 


The Western Tax Council, Inc., reports 
that a resolution memorializing Congress 
to amend the Constitution has passed both 
houses of the following states: Arkansas, 
Alabama, Delaware, Illinois, Indiana, Iowa, 
Kentucky, Louisiana, Maine, Massachusetts, 
Michigan, Mississippi, Montana, Nebraska, 
Nevada, New Hampshire, New Jersey, Penn- 
sylvania, Rhode Island, Texas, Wisconsin, 
Wyoming. 

Four states have attempted to rescind 
their resolutions. Frank E. Packard, man- 
aging director of the Western Tax Council, 
points out that once such a resolution has 
been certified to the Secretary of the United 
States Senate, it can’t be rescinded. Says 
Packard: “We fought a war in the 1860's 
to determine whether or not a state could 
rescind a resolution which had been passed 
putting in motion or adopting a constitution 
or an amendment thereof. The question was 
then settled, and all constitutional authorities 
are agreed on that point.” 
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In the following states, the resolution has 
passed one house: California, Florida, New 
York, Ohio, South Carolina and Virginia. 

Some forty-four legislatures will be in ses- 
sion during 1951. This year seems the most 
propitious time for campaigning for such an 
amendment. 

Congressional sanction of the amendment 
is not, technically speaking, necessary. The 
Constitution provides for two methods of 
amending. One method is the constitutional 
convention by which a convention is called 
for the expressed purpose of considering the 
proposed amendment. The other method is 
more direct. Congress is forced to submit 
a proposal to the states for ratification when- 
ever thirty-two states shall demand such 
action. It is this latter method the propo- 
nents are pursuing—a method which could 
tie the hands of Congress. 

Therein lies its strength and its danger. 


Sales Tax in Georgia, | 
Income Tax in Washington 


The states’ need for increased revenue 
was dramatized last month as the Georgia 
Legislature passed a three per cent gen- 
eral retailers’ and consumers’ sales and 
use tax, effective April 1, 1951. Georgia 
is the twenty-ninth state to impose a tax 
of this type. 

Included are all retail sales of tangible 
personal property, which for purposes of 
the tax have been defined to include sales 
of natural or artificial gas, oil, gasoline, 
electricity, solid fuel, transportation, local 
telephone service, beverages and tobacco 
products; charges for lodgings furnished 
to transients; and sales of admissions to 
places of amusement. 

Passage of the law resulted in the repeal 
of one hundred individual license taxes. 
Returns and payments of the tax are due 
on or before the last day of each month for 
the preceding calendar month. The first 
deadline will be May 31, 1951. 

Across the continent in Washington, Gov- 
ernor Langlie has recommended imposition 
of a four per cent tax on corporation net in- 
come. Washington, too, fears a deficit in 
fiscal 1951-1953. 


Rolling Log Gathers No Tax 


In Oregon, logs that are moving in inter- 
state commerce acquire a taxable situs when 
they are moored for the convenience of the 


taxpayer. The case went to the Oregon 
Supreme Court and certiorari was denied by 
the United States Supreme Court. (Stebco, 
CCH Orecon Tax Reports { 20-702.) 
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House Hearings 


on Tax Bill 


Bring Varied Comments 


Washington Tax Talk 


The President 


On March 1 the President submitted to 
Congress requests for supplemental appro- 
priations to the 1951 budget and to the 
proposed budget for 1952. Nearly a billion 
and a half dollars in appropriations and 
borrowing authority, all in connection with 
defense production and civilian defense ac- 
tivities, were requested for 1951. 


Largest single amendment in the 1952 pro- 
posed budget is the request for nearly $27 
million for the FBI “to provide for further 
acceleration of the internal security program 
and ‘increased activities of other FBI pro- 
grams resulting from the expansion of na- 
tional defense activities.” 


A billion dollars was requested for loans, 
purchase agreements and other activities un- 


‘der Title III of the Defense Production Act. 


This expenditure has already been author- 
ized, and the request was simply for borrow- 
ing authority. Fifty-one million dollars in 
appropriations was requested for activities of 
agencies participating in the administration 


’ of the Defense Production Act, and $403 


million was requested for the Federal Civil 
Defense Administration. This last sum, will 
be used in programs matching state funds 
for preparedness. 


Congress 


As hearings on the President’s tax pro- 
posals dragged their slow way before the 
House Ways and Means Committee last 
month, it became increasingly obvious that 
all the witnesses favored achieving a pay- 
as-you-go budget by raising taxes—someone 
else’s taxes. 

The President had recommended increases 
in personal and corporate income taxes, 
higher excises and the closing of loopholes 
in existing law. 

Philip R. Van Duyne, president of the 
Meeker Foundry Company, recommended 


Washington Tax Talk 


no increase in taxes on corporations but 
instead higher income taxes and excises on 
everything but necessities. Stanley Rutten- 
berg, CIO director of research and educa- 
tion, recommended raising corporate taxes 
to bring in an extra $9 billion instead of the 
$3 billion suggested by Secretary Snyder. 
Paul D. Seghers, chairman of the legislative 
committee of the Federal Tax Forum, recom- 
mended raising the excess profits tax, “con- 
tingent upon a cut-back in normal and surtax 
rates to an aggregate of not more than, say, 
forty per cent.” 


Willford I. King, professor emeritus of 
economics at New York University, pro- 
posed: a ceiling of forty-five per cent on 
upper incomes; higher rates on lower in- 
comes, with an exemption for invested sav- 
ings; abolition of taxes on corporate in- 
comes; and a comprehensive system of stiff 
excises to pay the entire cost of maintaining 
the armed forces. 


Russ Nixon, Washington representative of 
UE, wanted personal exemptions raised to 
$1,600 for single persons, $2,400 for married 
couples and $600 for each additional depend- 
ent, with no excise taxes, on the theory that 
government studies have shown these amounts 
necessary to provide a “necessary minimum” 
standard of living. 


These exemptions could be offset, Nixon 
said, by taking a total of $29 billion from 
corporations, eliminating the income-splitting 
provision of the present tax law, putting a 
withholding tax on corporation dividends, 
ending accelerated amortization allowances 
to industry and stopping the “annual raid on 
the public treasury” by oil companies under 
present depletion allowances. 

J. William Hope, representing the Council 
of State Chambers of Commerce, suggested 
a “broad based excise tax, superimposed on 
existing excises.” Ralph W. Button, repre- 
senting the National Retail Dry Goods Asso- 

(Continued on page 265) 
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The Bureau of Internal Revenue is 
nearing completion of the field office 
work on the relief claims filed under the 
Excess Profits Tax Law of World War 
II. This phase of the administration of 
Section 722 has been undertaken by the 
Section 722 Field Committees in the 
offices of the thirty-nine internal revenue 
agents in charge throughout the country 
under the general supervision of the Ex- 
cess*Profits Tax Council. Many of the 
field divisions already have completed 
not only the investigating work but also 
the field conference consideration of the 
claims in their offices. At the end of 1950, 
there were claims of less than 400 cor- 
porations pending in the field offices and 
awaiting certification to the Excess 
Profits Tax Council. Of these, more than 
half had received the report of a revenue 
agent’s examination. There are, accord- 
ingly, less than 200 corporations which 
have not yet received a written statement 
with respect to their claims. 

The final consideration of the claims 
within the Bureau is undertaken by the 
Excess Profits Tax Council in Washing- 
’ ton. At the end of 1950 there were claims 
of approximately 900 corporations pend- 
ing before the council. With the cases 
yet to be certified by the field committees, 
this means a total.of 1,300 corporations 
with respect to which final action pre- 
paratory to issuance of the statutory 
notice is yet to be taken. 

The council made determinations with 
respect to at least 2,000 corporations dur- 
ing each of the years 1948, 1949 and 1950. 
It probably will make determinations 
with respect to approximately 1,000 cor- 
porations during 1951. The rate of dis- 
position after 1951 will depend primarily 
upon the progress of the cases pending 
before the Tax Court. 

At the end of 1950, there were claims 
of 2,500 corporations pending in.one or 
another of four stages of consideration. 
The classification was as follows: 

1. Pending before the Section 722 
Field Committees in the offices of the 
internal revenue agents in charge—claims 
of approximately 400 corporations. 

2. Pending before the Excess Profits 
Tax Council at Washington—claims of 
approximately 900 corporations. 

3. Pending before units of the Bureau 
for computation of tax effect, consolida- 
tion with standard issues, issuance of 
statutory notice, etc.—claims of approxi- 
mately 600 corporations. 


THE EXCESS PROFITS TAX COUNCIL 


4. Pending before the Tax Court of 
the United States—claims of approxi- 
mately 600 corporations. 


The number of corporations with 
claims still pending at December 31, 1950, 
was less than fifteen per cent of the num- 
ber which filed claims. More than 20,000 
corporations filed claims since Section 
722 became effective and less than 2,500 
had claims pending at that date. 


There have been forty-five decisions by 
the Tax Court on the merits in Section 
722 cases. In seven of these cases the 
court allowed relief. The Bureau has 
ascertained allowances for approximately 
4,000 corporations and the amount allowed 
on the claims acted upon thus far is 
approximately twelve per cent of the 
amount claimed. In terms of dollar 
amounts of tax reduction claimed, the 
cases acted upon by the Bureau repre- 
sent approximately fifty-five per cent of 
the total filed. 


Statistics in terms of corporations are 
to be distinguished from those in terms 
of claims because a claim relates to a 
single tax year and a taxpayer may have 
as many as six claims. The Commis- 
sioner’s Annual Report made public each 
year includes a schedule in terms of 
claims. At June 30, 1950, 54,482 claims 
had been filed; 39,180 disposed of; and 
15,302. still pending. Those pending, 
moreover, included 4,893 which had been 
acted upon by the council and were pend- 
ing in the Bureau for computation of tax 
effect, issuance of statutory notice, etc., 
and 917 pending before the Tax Court. 
It is estimated that at June 30, 1952, when 
the Excess Profits Tax Council will have 
made determinations with respect to 
virtually all claims, the schedule in the 
Annual Report will disclose that six or 
seven thousand claims are still pending, 
either in the Bureau for final closing or 
pending before the Tax Court. 


In terms of claims rather than cor- 
porations, the-Excess Profits Tax Coun- 
cil has processed 28,877 claims from its 
organization in 1946 to the end of 1950. 
At December 31, 1950, there were less 
than 6,000 claims on which the council 
was yet to make a determination. The 
28,877 claims processed by the council 
include 15,139 claims in respect to which 
an allowance was made. Approximately 


‘eighty-five per cent of the allowances 


were based upon recommendations of the 
field committees. 
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ciation, said his group would not oppose the 
proposed excise tax hikes if they were limited 
to those recommended by Secretary Snyder; 
if, however, “Congress broadens the base 
... to an extent that amounts to a general 
sales tax at the manufacturers’ level,” the 
association would favor a general sales tax 
and repeal of all excises except those on 
liquor, tobacco and gasoline. 


Joseph A. Schafer, Philadelphia CPA, said: 
“Sales and excise taxes are undemocratic and 
have no place in a country which looks upon all 
citizens as equal.” Arthur A. Elder, tax 
consultant for the AFL, reported that organ- 


ization “wishes to express strong opposition . 


to the increase in excise taxes proposed.” 


Representatives of the National Commit- 
tee for Fair Emergency Excise Taxation 
were opposed too, but in a different way. 
Louis Ruthenburg, chairman, said the excise 
taxes proposed would “aggravate the dis- 
tortions and compound the discriminations” 
in the existing law. He proposed a retail- 
level federal sales tax exempting only food 
and medicine, rent and certain services “tra- 
ditionally exempted.” The federal retail 
sales tax was also favored by the Southern 
States Industrial Council. 


Regarding the proposed increase in taxes 
on alcoholic beverages, Erwin B. Hock, 
director of the Division of Alcoholic Bever- 
age Control, State of New Jersey, gave his 
opinion that any increase in the rate would 
bring with it “the threat of even greater 
illegal activity in the immediate future.” 
Carroll E. Mealey, Deputy Commissioner of 
Internal Revenue in charge of the Alcohol 
Tax Unit, said that present liquor taxes are 
four and one half times what they were in 
1938 but that there is “substantially less” 
bootlegging today. than there was then. 


Laurence H. Eldredge, chairman of the 
board of directors of the Pennsylvania Alco- 
holic Beverage Study, Inc., approached the 


‘liquor tax from another angle: “Even if 


liquor’ is called a luxury, it is taxed out of 
all proportion to the taxes on other luxuries. 
But actually it isn’t a luxury at all. You 
can hardly call something a luxury which is 
used with some regularity by a majority of 
all adult Americans.” The same point was 
raised by opponents of increased taxes on auto- 
mobiles, tobacco and several other commodities. 


The suggested twenty per cent tax on use 
of bowling alleys was described as “dis- 
criminatory and grossly unfair” by John 
Canelli of the National Bowling Council, 
who said: “Bowling is not an amusement. 
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It is a participant recreation.” A representa- 
tive of the Clock Manufacturers Association 
of America appeared to protest against any 
hike in the excise tax on watches and clocks: 
“The essentiality of alarm clocks to the 
civilian economy was significantly recog- 
nized in the course of World War II.” A 
maker of hair shampoo objected to the pro- 
posed classification of shampoos as a luxury 
item: “Cleanliness and those products which 
promote it are not luxuries under American 
standards of living.” Silver-plated flatware 
should not be included in the luxury tax 
group, an industry representative said, be- 
cause knives, forks and spoons “are essential 
tools used in eating.” 


The proposal to increase gasoline taxes 
was opposed by S. G. Tipton, general coun- 
sel of the Air. Transport Association, who 
said the tax would amount to $13 million 
to commercial airlines. “An item of $13 
million does not create much of an impres- 
sion any more,” he added, “but this amount 
of money to the air transport industry is a 
very heavy burden.” The increased gas tax 
was also opposed by representafives of Ameri- 
can Trucking Associations, the National Asso- 
ciation of Motor Bus Operators and the Amer- 
ican Transit Association. 


S for the closing of loopholes, several 

witnesses pointed out that not all in- 
equities in the present law favor the tax- 
payer. John A. Kennedy, chairman of the 
Television Broadcasters Tax Committee, said 
that unless special relief is granted to broad- 
casters, they will pay seventy per cent of 
net income in federal taxes under the excess 
profits tax, since the group can’t use either 
the average earnings or invested capital 
method to cut their tax rate. 


Clarence A. Jackson, representing the Na- 
tional Tax Equality Association, said that if 
governmental agencies paid their share of 
the tax burden, it would not only provide 
more realistic yardsticks for measuring the 
effectiveness of these agencies as competi- 
tors of private business but would produce 
from federal government corporations, $140 
million; from state-owned enterprises, $70 
million; and from municipal utilities and 
eother activities, $190 million. 


Other speakers asked for special capital 
gains treatment of taxpayers who sell a 
home on which they make a profit and then 
move to another community where they will 
have to pay as much or more for a new 
residence. ; 
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MAJOR fireworks exploded in the hear- 
ings on proposed changes to eliminate 
or alter existing exemptions. Jerry Voorhis, 
secretary of the Cooperative League, said 
that if patronage refunds of cooperatives are 
taxed, the cooperatives will “simply sell at 
reduced. prices and attempt to operate as 
nearly at cost as they possibly could, paying 
no patronage refunds and benefiting their 
patrons at the point of original sale. What 
would these gentlemen tax then?” 

Several representatives of private grain 
elevator operators appeared to testify in 
favor of equal taxation of grain cooperatives. 
A representative of the grain cooperatives 
indicated unalterable opposition to loss of 
their present tax position. 

Allan B. Kline, president of the American 
Farm Bureau Federation, supported the 
proposal to lengthen the capital gains hold- 
ing period to one year. John C. White, 
speaking for the American Cotton Shippers 
Association, said that lengthening the hold- 
ing period “will deter entirely speculation 
badly needed to handle the 1951 crop and 
restrict rather than increase tax revenues.” 

Reduction of the present twenty-seven per 
cent depletion allowance may result in an 
oil shortage which will cripple the defense 
effort, according to W. H. Geis, consulting 
oil engineer: James W. Haley, secretary of 
the Special Tax Committee, National Coal 
Association, told the committee that if the 
present five per cent depletion allowance 
for coal mines were raised to ten per cent, 
it would bring in more revenue because 
more coal would be mined. 

Representatives of the limestone industry 
and the sand and gravel business recom- 
mended a fifteen per cent rate for nonmetallic 
minerals expanded to include their industries. 

The Great Debate was not confined to the 
hearings. Representative John V. Beamer 
of Indiana read into the Congressional Rec- 
ord a petition by the Common Council of 
the City of Kokomo opposing any federal 
tax on municipal bonds. Nathaniel L. Gold- 
stein, Attorney General of New York, pre- 
pared a long memorandum to Congress 
demonstrating that the proposed tax on state 
and municipal bonds is “unequivocally un- 
constitutional.” : 

The Committee has asked Secretary Sny- 


der to make a second appearance on Aprile 


2 if his health will permit. 


PPLYING for a $50,000 budget to carry 
on the work of the Subcommittee on 
Administration of the Internal Revenue Laws 
—a subsidiary of the House Ways and 
Means Committee— Representative Cecil R. 


King (California), chairman, listed four spe- 
cific areas which the subcommittee plans to 
investigate. 


Further investigation of the office of the 
Collector of Internal Revenue for the Third 
Collection District in New York is planned. 
As a result of hearings last year, the Com- 
missioner has requested the resignation of 
the collector in that district. 

The subcommittee plans to investigate 
charges that well-known criminals have im- 
proper contacts with Bureau employees and 
“that tax returns of disreputable, if not crimi- 
nal, figures are not subjected to the same 
standards of examination and review as re- 
turns of other taxpayers.” 


Finally, the subcommittee plans to study 
the lack of uniformity in application of the 
rules regarding voluntary disclosure by tax- 
payers in fraud cases, which the American 
Bar Association’s tax section has asserted 
exists. (In this connection, see the article 
by Joseph W. Burns and Murray L. Rachlin, 
“Should We Penalize Voluntary Disclos- 
ures,” in the January, 1950 issue of Taxes, 
page 39.) 


The Supreme Court 


Partially reversing the Illinois Supreme 
Court, the Court has ruled that when a 
foréign corporation maintains a branch office 
in a State, it is liable for the state’s sales 
tax on all sales made or handled through 
that office. However, there is no tax lia- 
bility on orders sent by mail to the com- 
pany’s foreign headquarters and filled directly 
from there. The Illinois court had held the 
company liable for all income derived from 
Illinois sales (Norton Company v. Illinois 
Department of Revenue, U.S. S. Ct., February 
26, 1951). 

The Court has been asked to review the 
decisions in the following cases: Oswald 
Company, Inc., v. Commissioner (50-2 ustc 
{ 9491), a case in which the Tax Court ruled 
that the compensation of the president and 
controlling stockholder of a distributor of 
fresh fruits and vegetables was reasonable. 


Jones v. Taunah (51-1 ustc $9121), in 
which royalty income from Indian lands was 
declared taxable income because there are 
restrictions on alienation but no express 
exemption from federal taxation in the con- 
trolling General Allotment Act of 1877 and 
the Jerome Agreement of 1892. 


Royal Indemnity Company v. U. S. (50-2 
ustc § 9452), in which the lower court held 
that a consolidated return for 1918, filed in 

(Continued on page 274) 
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Case Law 


T= OFT-QUOTED REMARK that 
the taxpayer cannot win a Section 721 
case is not justified by results to date. Of 
the thirty-three cases thus far decided by 
the Tax Court, which has the sole jurisdic- 
tion to review such cases,’ the taxpayer has 
succeeded in securing relief in thirteen,? or 
almost forty per cent (an enviable showing 
compared to that under a certain related 
section which we shall not mention by 


1Compare Oppenheim’s Inc. v. Kavanaugh, 
50-1 ustc | 9249, 90 F. Supp. 107 (DC Mich.). 

2 Davis & Son, Inc., CCH Dec. 14,872, 5 TC 
1195 (1946); Knight Machinery Company, CCH 
Dec. 15,038, 6 TC 519 (1946); Southwestern Oil 
& Gas Company, CCH Dec. 15,176, 6 TC 1124 
(1946); Rochester Button Company, CCH Dec. 
15,321, 7 TC 529 (1946); Arrow-Hart & Hegeman 
Electric Company, CCH Dec. 15,517, 7 TC 1350 
(1947); Ramsey Accessories Manufacturing Cor- 
poration, CCH Dec. 16,303, 10 TC 482 (1948); 
Lindstedt-Hoffman Company, CCH Dec. 16,624, 
11 TC 584 (1948); Keystone Brass Works, CCH 
Dec. 16,922, 12 TC 618 (1949); Pantasote Leather 
Company, CCH Dec. 16,926, 12 TC 635 (1949); 
Morrisdale Coal Mining Company, CCH Dec. 
17,208, 13 TC 448 (1949); Toledo Engineering 
Company, ,Inc., CCH Dec. 17,631, 14 TC 765 
(1950); Sommerfeld Machine Company, CCH 
Dec. 17,881, 15 TC —, No. 64 (1950); Bailey 
Company, CCH Dec. 17,882, 15 TC —, No. 65 
(1950). 

3 Premier Products Company, CCH Dec. 
13,374, 2 TC 445 (1943); Slider, Inc., CCH Dec. 
14,613, 5 TC 263 (1945); Waters, Inc., CCH 
Dec. 14,694(M), 4 TCM 791, aff’d 47-1 ustc 
1 5909, 160 F. (2d) 596 (CCA-9), cert. den. 332 
U. S. 767; Geyer, Cornell & Newell, Inc., CCH 
Dec. 14,943, 6 TC 96 (1946); Soabar Company, 
CCH Dec. 15,215, 7 TC 89 (1946); Producers’ 
Crop Improvement Association, CCH Dec. 15,330, 
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number). In addition, no significant part of 
the thirteen wins or twenty® losses is con- 
centrated in any particular portion of the 
7¥Y% years since the first Board of Tax Ap- 
peals decision under this section.‘ For ex- 
ample, of the seven cases decided by the © 
Tax Court in the past year,’ the taxpayer has 
prevailed in three. While it is not possible 
to say that the court is tending either to- 
ward or away from granting relief, it is 


7 TC 562 (1946); San Francisco Stevedoring 
Company, CCH Dec. 15,574, 8 TC 222 (1947); 
Harris Hardwood Company, CCH Dec. 15,737, 
8 TC 874 (1947); Swoby Corporation, CCH Dec. 
16,123, 9 TC 887 and CCH Dec. 16,219, 10 TC 129 
(1948); Hitel-McCullough, Inc., CCH Dec. 16,171, 
9 TC 1132 (1948); Bogle Company, Inc., CCH 
Dec. 16,480, 10 TC 1282 (1948); Ripy Brothers 
Distillers, Inc., CCH Dec. 16,589, 11 TC 326 
(1948); Carborundum Company, CCH Dec. 
16,830, 12 TC 287 (1949); Atlumor Manufactur- 
ing Company, CCH Dec. 17,008, 12 TC 949. 
(1949); Park Hosiery Mills, CCH Dec. 17,033(M), 
8 TCM 564 (1949); Steel or Bronze Piston Ring 
Corporation, CCH Dec. 17,254, 13 TC 636 (1949); 
McClelland, Inc., CCH Dec. 17,444, 14 TC 45 
(1950); Aetna-Standard Engineering Company, 
CCH Dec. 17,487, 15 TC —, No. 42 (1950); 
Primas Groves, Inc., CCH Dec. 17,869, 15 TC —, 
No. 58 (1950); Electronic Mechanics, Inc., CCH 
Dec. 17,883, 15 TC —, No. 66 (1950). 

4 Premier Products, footnote 3. 

5 Toledo Engineering Company, Inc., Sommer- 
feld Machine Company and Bailey Company, 
footnote 2; @cClelland, Inc., Aetna-Standard 
Engineering Company, Primas Groves, Inc, and 
Electronic Mechanics, Inc., footnote 3. 

6 Toledo Engineering Company, Inc., Sommer- 
feld Machine Company and Bailey Company, 
footnote 2. 
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The author is well qualified to discuss cases brought 
‘under the 1940 statute; he is a member of the 
Excess Profits Tax Council, vice chairman of the Tax 
Section, Federal Bar Association, and a member of 
the Illinois and District of Columbia bars. The views 
expressed in this article do not necessarily represent 
those of the Treasury Department. 


significant that in virtually all of the lost 
cases, the court stressed the petitioner’s 
failure of proof, most commonly the failure 
td prove one requisite factor in particular, 
attribution of the income to other taxable 
years and, in about half of the lost cases, the 
failure to prove all three of the requisite 
factors. 


Let us see precisely what burden of proof 
the court has placed upon the taxpayer and 
what evidence or efforts at proof have been 
held sufficient and what insufficient for the 
granting of relief. 


First it may be appropriate to review 
briefly some of the fundamentals. 


The general purpose of Section 721 is to 
relieve the burden of the excess profits tax 
in cases where abnormal income is realized 
in the current year which is attributable 
to other taxable years." Relief is effected by 
way of limitation of the tax of the current 
year ® in such a way that the amount of ex- 
cess profits tax on the net abnormal income 
‘for that year will not exceed that which 
would be imposed if such net abnormal in- 
come were reported in the taxable year or 
years to which attributable.® The income 
so attributed to prior or future years is not, 
however, actually reallocated, nor will the 
reduction of excess profits net income of the 
current year serve to increase the amount of 
a carry-over or a carry-back.” 


The court has stated that there are three 
steps essential in establishing the right to 
relief under this section: first, a showing 
of the amount of abnormal income in the 
current taxable year; second, a showing of 
the amount of net abnormal income derived 
therefrom; and third, a showing of the por- 


™ Southwestern Oil & Gas Company, footnote 2. 

8 San Francisco Stevedoring Company, foot- 
note 3. 

® Code Sections 721(c), 721(d). 

1% San Francisco Stevedoring Company, foot- 
note 3. 
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tion of the net abnormal income attributable 
to the other taxable years. 


“Abnormal income” is current-year in- 
come of a class from which it is abnormal 
for the taxpayer to derive income at all or 
from which, while is may be normal for the 
taxpayer to derive income, the amount re- 
ceived is abnormal.” Under the Regulations, 
income is abnormal in class only if the tax- 
payer had no gross income of that class for 
the four previous years.” In the occasional 
case where this has been shown, as in the 
case of life insurance proceeds realized for 
the first time in the taxpayer’s history or 
income on settlement of a claim, the court 
has had no difficulty in classifying the in- 
come as abnormal.” Much more frequently, 
however, some gross income of the class 
claimed to be abnormal has been realized 
during the four prior years. In such cases, 
income of the given class for the current 
years is abnormal only if it exceeds 125 per 
cent of the average amount of income of 
such class for the four preceding taxable 
years or so many thereof as the taxpayer 
has been in existence.* “Net abnormal in- 
come” is abnormal income reduced by 125 
per cent of average income of this class for 
such preceding four-year period and further 
reduced by an allocable part of certain di- 
rect costs and expenses relating to the ab- 
normal income.” 


Once the classification of income and 
proper allocation of direct costs or expenses 
thereto are shown, the determination of ab- 
normal income and of net abnormal income 
is merely a matter of mathematics under the 
statutory formula. Thus, once the automo- 
bile income of an advertising agency is 
recognized as a separate class of income, it 


11 Code Section 721(a) (1). 

12 Regulations 112, Section 35.721-1. 

1% Premier Products Company and Ripy 
Brothers Distillers, Inc., footnote 3. 

14 Footnotes 11, 12. 

45 Code Section 721(a) (3). 
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must be classified as abnormal if it meets the 
125 per cent test, even though it was “just 
the result of a good year in a relatively new 
account” and even though the court cannot 
see “any reason why Congress would want. 
to relieve this income .. . from the excess 
profits tax.”** Despite regulations to the 
contrary,” relief has been given even on oc- 
casion where it appears quite clear that the 
recognized class of income results from a 
war-induced activity such as experimenta- 
tion and development of spare parts for air- 
craft engines to be furnished to a supplier 
for the Army Air Corps.” 


In applying the mathematical formula, 
however, the total income of a particular 
class must be included in the computation. 
Thus, a taxpayer may not include in the 
computation only the income from one or 
more items in the given class.” 


Gross Abnormal Income 


By and large, however, the principal prob- 
lem in proving the amount of abnormal in- 
come is one of classification of gross income. 
The statute provides its own definition of 
classification of income, and the court has 
consistently refused to permit a taxpayer to 
avoid the burden of classification by simply 
treating all of its gross or net income as 
consisting of a single class and has held in 
no uncertain terms that a class of income 
does not consist of income tax net income, 
net income, net loss or any combination 
thereof.” 


Section 721 (a) (2) specifies five classes 
of income but allows for further classifica- 
tion under regulations. The Regulations 
provide for such further classes selected by 
the taxpayer as the Commissioner may ap- 
prove as reasonable and appropriate in the 
light of the taxpayer’s business experience 
and accounting practice. The taxpayer is 
required to elect irrevocably into which of 
several available classes the income falls and 
must be consistent from year to year.” 


The Commissioner requires that a tax- 
payer claiming relief under Section 721 bene- 


16 Geyer, Cornell & Newell, Inc., footnote 3. 

1 Regulations 112, Section 35.721-3. 

18 Keystone Brass Works, footnote 2. 

1” Rochester Button Company, footnote 2. 

2 Producers’ Crop Improvement Association 
and Hitel-McCullough, Inc., footnote 3. 

21 Regulations 112, Sections 35.721-2, 35.721-3. 

22 Regulations 112, Section 35.721-3. 

2% McClelland, Inc. and Soabar Company, 
footnote 3. 

% Davis & Son, Inc. and Knight Machinery 
Company, footnote 2. 

*% Davis & Son, Inc., footnote 2. 
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fits shall file with its excess profits tax return 
a detailed statement regarding the amounts 
and classes of income which it deems ab- 
normal.” However, a taxpayer’s failure 
to file such a statement or even to refer 
to Section 721 on its return is not fatal. The 
court has recognized the taxpayer’s right to 
claim under Section 721 for the first time in 
its petition to the court, though in such 
circumstances the taxpayer must prove his 
case step by step.” 


The court early recognized the right to 
classify income under other than the classes 
specifically enumerated in Section 721 (a) 
(2) and has from time to time upheld such 
classifications.* Thus, for example, royalty 
income received by one hosiery manufac- 
turer under a lease agreement with another 
has been recognized as a separate class of 
income of the former, where such receipts 
were found to be “different in character and 
have no qualities or attributes in common 
with any other type of income derived from. 
its operations.”* Similarly, the court has 
indicated that income from every one of the 
separate accounts of an advertising agency 
may constitute a separate class of income, 
where the evidence shows that the services 
furnished in advertising one commodity are 
different from those furnished in advertising 
another.” Likewise recognized as a sepa- 
rate class of income in appropriate cases 
have been the proceeds of insurance on the 
life of an officer of the taxpayer,” dividends 
on a group life insurance policy carried by 
petitioner for the benefit of its employees,” 
and commissions on performance bonds on 
Navy construction.” 


In the vast majority of cases, however, 
classification has been claimed under one of 
the enumerated statutory classes of income. 
Of these, the most popular in the great pre- 
ponderance of cases is Section 721 (a) 
(2) (C), the so-called research and develop- 
ment subdivision. In a few isolated cases, 
however, classification has been claimed un- 
der some one of the other enumerated sub- 
divisions of Section 721 (a) (2)” or under 


26 Geyer, Cornell & Newell, Inc., footnote 3. 

21 Premier Products, Slider and Waters, Inc., 
footnote 3. 

2 Harris Hardwood Company, footnote 3. 

22 Lindstedt-Hoffman Company, footnote 2. 

3% Arrow-Hart & Hegeman Electric Company 
(Code Section 721(a)(2)(F)), footnote 2; Swoby 
Corporation (Code Section 721(a)(2)(E)), Ripy 
Brothers Distillers, Inc. (Code Section 721(a) 
(2)(A)), Carborundum Company (Code Section 
721(a)(2)(F)) and Aetna-Standard Engineering 
Company. (Code Section 721(a)(2)(B)), foot- 
note 3. 
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the catchall clause." Only seldom, though, 
has classification under any of such other 
subdivisions been productive of relief,” and 
almost never has the decision in such case 
really turned on the classification issue.” 
Subdivision (E), for example, covering in- 
come of a lessor on termination of a lease, 
was held not to apply to a payment received 
by the taxpayer from its tenant as considera- 
tion for agreeing to cancellation of a sub- 
lease made by the tenant, for the reason that 
the legislative history indicated Congress 
never intended to embrace a sublease within 
the stated term “lease.” Even in that case, 
however, the court stated additional grounds 
for denial of relief.™ 


Relief for Research 


In the great majority of cases, though, 
classification has been claimed under Section 
721 (a) (2) (C). That section includes as a 
class of income “income resulting from ex- 
ploration, discovery, prospecting, research or 
development of tangible property, patents, 
formulae, or processes, or any combination 
of the foregoing extending over a period of 
more than 12 months.” In this connection, 
the Regulations provide that the research, 
etc., must be that of the taxpayer and cannot 
be based on that of a predecessor™ Uphold- 
ing these Regulations as valid, the court has 
held recently that a corporation not having 
been in existence for twelve months, either 
de jure or de facto, cannot possibly avail it- 
self of relief under this classification by 
relying on the research of a predecessor 
company.” In another recent case where 
relief also turned on proof that the research 
or development from which a particular 
class of income was derived extended over 
twelve months, the court found the evidence 
satisfactory as to all of the products save 
one.” Failure of proof on this point has 
also figured in denial of relief in several 
other cases,” particularly where the taxpayer 
has neglected to submit proof as to when the 
alleged development work began or ended. 
Where part of the research was that of a 


31 Davis & Son, Inc. (royalty income) and 
Lindstedt-Hoffman Company (commissions on 
five-year performance bonds on Navy construc- 
tion), footnote 2; Geyer, Cornell & Newell, Inc. 
(advertising income), Harris Hardwood Com- 
pany, Inc. (dividends on group life insurance 
policy) and Bogle Company, Inc. (gain on in- 
stallment sale of real estate), footnote 3. 

32 Arrow-Hart & Hegeman Electric Company, 
Davis & Son, Inc. and Lindstedt-Hoffman Com- 
pany, footnote 2. 

33 Compare AetnaStandard Engineering Com- 
pany, footnote 3. 

34 Swoby Corporation, footnote 3. 


predecessor, appropriate adjustment will be 
made for expenditures made to acquire the 
results of such predecessor’s research.” 


Petitioner may come within this subsec- 
tion whether or not habitually or continu- 
ously engaged in experimentation and 
research“ and even though its principal 
business remains the same (namely, manu- 
facturing) and the new product developed 
is similar in function to the old, provided the 
new product is not a mere routine improve- 
ment in the old model but is essentially a 
new and different one. Thus, it is held the 
“statute deals with the source of the income, 
not the character of the taxpayer’s activi- 
ties, whether they be single or multiple.” “ 
“The law does not mean that an article itself 
must be an entirely new product (or a new 
and untried field of operation), but it may 
be a new type of article or an improvement 
therein which necessitates original research 
and development.” Thus it has been recog- 
nized that the work of experimenting and 
developing bushings for a Rolls Royce air- 
craft engine constituted a radical departure 
from the art and methods previously em- 
ployed by a manufacturer of plumbing fit- 
tings and, to this extent, constituted “research 
and development” within the statute.® . 


Taxpayer’s Responsibility 


It is incumbent on the taxpayer to prove 
that the real source of the income in question 
is research and development rather than 
other nonrecognized factors in. petitioner’s 
business, such as manufacturing efficiency, 
sales effort, good will, use of plant and 
equipment, etc.“ Even where it is shown 
that some part of the income was due to 
development, the taxpayer will fail where no 
method is suggested to the court for allocat- 
ing between development income and manu- 
facturing income.“ In sharp contrast, how- 
ever, where the taxpayer submits. most of 
the evidence available to it, albeit not en- 
tirely satisfactory, and makes a reasonable 
effort at allocation between development. in- 
come and manufacturing income, the court, 


% Regulations 112, Section 35.721-7. 

3% Hlectronic Mechanics, Inc., footnote 3. 

37 Bailey Company, footnote 2. 

388 McClelland, Inc. and Hitel-McCullough, Inc., 
footnote 3. 

% Toledo Engineering Company, Inc., foot- 
note 2. 

4 Rochester Button Company, footnote 2. 

“1 Knight Machinery Company, footnote 2. 

«“ Keystone Brass Works, footnote 2. 

43 Footnote 35. 

44 Producers’ Crop Improvement Association 
and LHitel-McCullough, Inc., footnote 3. 
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even though not accepting the exact alloca- 
tion, has, under the principle of the Cohan 
case (2 ustc J 489, 39 F. (2d) 540 (1930)) 
made its own allocation by exercising “com- 
mon sense and judgment in the light of the 
proven facts.” “ The fact that the taxpayer’s 
books permit no exact breakdown of income 
or expenses in this connection will not per- 
suade the court to disregard an allocation 
based on an estimate where it is not shown 
by the government to be unreasonable or 
without basis. However, it will not be as- 
sumed that returns and allowances on de- 
velopment income are necessarily in the 
same proportion to the abnormal income as 
such returns and allowances bear in the 
business generally.“ In a recent novel de- 
cision, the court held it was unable to at- 
tribute any of the income to manufacture 
and sale as distinguished from pure develop- 
ment, where under another issue dealing 
with the reasonableness of the salaries paid 
to taxpayer’s principal officers, the govern- 
ment had insisted that a minimum of weight 
be given to the activities of such officers in 
the expansion of the business. The court 


stated that if the principal officers’ services: 


were negligible, it could not conclude that 
the operations of manufacture and sale under 
their direction contributed measurably to 
the abnormal income.* Similarly, where the 
taxpayer is a personal service, rather than a 
manufacturing, company, the court is less in- 
clined to make an allocation of part of ab- 
normal income to nondevelopment factors.® 


Net Abnormal Income 


Closely related to the problem of proving 
the amount of gross abnormal income is the 
problem of proving the amount of net ab- 
normal income. Net abnormal income, as 
we have seen, is abnormal income reduced 
by 125 per cent of income of the same class 
over the four prior years or such part thereof 
as taxpayer was in existence and further re- 
duced ‘by certain part of direct costs and 
expenses attributable to such class of in- 
come.” Allocation of costs and expenses 
between the development and manufacturing 
or sales activities of a given taxpayer may be 
a difficult task, a fact which the court has 
fully recognized in the exceedingly lenient 





attitude it has evidenced in such matters. 
A survey of the thirty-odd decisions under 
Section 721 reveals that in not a single case 
has the denial of relief been made to turn 
entirely or even primarily upon failure of 
proof of this direction. Recognizing that 
the “taxpayer’s books are not kept with 
prophetic vision as to the future require- 
ments of income tax legislation,” ™ the court 
has rétularly evidenced a willingness to 
make its own determination where there is 
some reasonable basis provided by the facts 
in the record. Thus, where the only ex- 
penses incurred in connection with the de- 
velopment of a patent are capital in nature 
and, therefore, not deductible in computing 
normal tax net income, the court has found 
on the record that there were no direct costs 
or expenses to which the abnormal income 
could be attributed.” Similarly, although 
the taxpayer failed to introduce proof 
specifically on this factor, the court, on the 
basis of facts in the record and in the ab- 
sence of a more accurate standard, has al- 
located expenses in the same proportion that 
the abnormal income bore to the taxpayer’s 
total gross merchandising profit for the year.” 


Shifted Burden of Proof 


In a number of decisions over the past 
year or two, the. court has actually held that 
the burden of going forward with the evi- 
dence as to costs has shifted from the tax- 
payer to the government. In one, no items 
of direct cost appeared on the taxpayer's 
books, and the court held that since this 
would be the most likely source of such 
costs, the government, if it still claimed that 
such costs were incurred, had the burden of 
going forward with the evidence.“ The 
burden was likewise held to have shifted 
where the taxpayer submitted testimony, 
subject to cross-examination, as to costs 
taken from its books and records, and of- 
fered to produce the books in court.™ In 
another case where the taxpayer submitted 
its records of materials and labor but where 
there was no breakdown of costs between 
development and production, the court re- 
fused to reject the taxpayer’s estimate and 
placed the burden of showing it to be un- 
reasonable or without basis squarely on the 
government.” 





* Ramsey Accessories Manufacturing Corpo- 
ration, footnote 2. 

“ Keystone Brass Works, footnote 2. 

7 Ramsey Accessories Manufacturing Corpora- 
tion, footnote 2. ; 

*% Sommerfeld Machine Company, footnote 2. 


* Toledo Hngineering Company, Inc., foot- 


note 2. 
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5° Footnote 15. 

51 Rochester Button Company, footnote 2. 

52 Davis & Son, Inc., footnote 2. 

53 Rochester Button Company, footnote 2. 

5 Lindstedt-Hoffman Company, footnote 2. 

55 Morrisdale Coal Mining Company, foot- 
note 2. 

% Keystone Brass Works, footnote 2. 
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Attribution of Abnormal Income 


So much for what is required to show ab- 
normal income and net abnormal income. 
The remaining prerequisite in taxpayer’s 
proof is the showing of what portion of net 
abnormal income is attributable to other 
taxable years. The statute prescribes no 
formula for this determination but leaves the 
matter to regulations.” How signifant is 
this particular requirement of proof is at- 
tested to by the fact that with very few 
exceptions, all of the decisions to date under 
Section 721 have turned in some measure, if 
not principally, upon whether attribution had 
or had not been satisfactorily established. 


One type of attribution specifically pro- 
hibited by the Regulations is attribution by 
reason of an investment in assets employed 
in or contributing to the production of such 
income.* This provision was held to be the 
stumbling block to relief in a number of 
earlier decisions wherein the court treated 
insurance proceeds as the result of an in- 
vestment in the policies supplemented by 
premium additions.” This provision of the 
Regulations has been held not to apply to 
expenditures for research and development, 
which would otherwise be automatically dis- 
qualified for relief, a result which the court 
felt would be obviously to give an arbitrary 
interpretation to the Regulations.” This re- 
quirement is somewhat similar to the provi- 
sion of the. Regulations, previously discussed, 
specifying that unless the research and de- 
velopment is that of the taxpayer, it may not 
be classified as abnormal income in the first 
place," so that amounts expended to pur- 
chase the know-how used in research and 
development are not treated as part of the 
development expenses in determining ab- 
normal income resulting therefrom.® 


Moreover, the taxpayer may not attribute 
net abnormal income in a manner at vari- 
ance with its established accounting prac- 
tice. Thus, where insurance proceeds do 
not accrue until the year following the as- 
sured’s death, they may not, for Section 721 
purposes, be attributed to such earlier year.® 
Similarly, 1941 real estate gains reported on 
the installment basis in later years under 
Section 44 (b) may not be attributed to 1941 


57 Code Section 721(b). 

58 Footnote 17. 

8° Premier Products Company, 
Waters, Inc., footnote 3. 

6 Davis & Son, Inc., footnote 2. 

®t Footnote 35. 

® Toledo Engineering Company, Inc., 
note 2. 

83 Slider, footnote 3. 

** Bogle Company, Inc., footnote 3. 
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under Section 721.“ Where the taxpayer is 
engaged in a continuous business in which 
one year’s expenses produce some incore in 
that year and some income in the next year, 
as, for example, when the taxpayer prepares 
advertising for a client which is used in both 
the current and subsequent years, the court 
has refused to permit the taxpayer to alter 
its established accounting practice by at- 
tributing any part of the one year’s income 
to the prior year of expense.® 


Increased Demand 


Most significant of the requirements re- 
garding proof of attribution is the provision 
of the Regulations prohibiting attribution of 
net abnormal income to a prior year to the 
extent such income is “the result of high 
prices, low operating costs, or increased 
physical volume of sales due to increased 
demand for or decreased competition in the 
type of product sold by the taxpayer.” ® 
The government has urged that this im- 
proved business factor, once ascertained, 
should be applied against abnormal, rather 
than net abnormal, income, but the court, 
in the Sommerfeld case,“ rejected this 
method and insisted that the factor must be 
applied against net abnormal income on the 
authority of an earlier holding to this effect 
in the Knight case.* Once proper adjust- 
ment is made for this so-called increased 
demand or improved business factor, alloca- 
tion of the remaining abnormal income, 
where attributable to prior years’ research 
and development, presents no _ problem. 
The court merely applies the provisions of 
the Regulations under which such income is 
attributable to the years of research in the 
proportion which the research expenses for 
each such year bears to the total of such 
expenditures.” 


The increased demand or improved busi- 
ness provision of the Regulations, while 
previously applied by the court, was early 
brought to a judicial test and upheld in the 
Soabar case.” The Regulations distinguish 
improvements in the business of a tax- 
payer because of external changes stimu- 
lated by the war or prospect of the war, to 
which the excess profits tax was meant to 

6 Geyer, 
ducers’ 
note 3. 

66 Footnote 17. 

* Footnote 2; respondent’s motion for recon- 
sideration denied November 10, 1950. 

8 Footnote 2. 


®* Footnote 35. 
7 Footnote 3. 


Cornell & Newell, Inc. and Pro- 
Crop Improvement Association, foot- 
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apply, from improvements in the taxpayer’s 
business because of internal changes in the 
business designed to bring the business or 
some phase of it to its full stature, which 
changes would have occurred under normal 
conditions if there had been no war. The 
court found this provision to be entirely in 
harmony with the Congressional intent of 
preventing taxpayers from benefiting by the 
rearmament program. There is a great 
variety of treatment given by the court in 
applying this regulation. These cases range 
all the way from those in which a business 
improvement factor (commonly based on 
industry sales or production) is actually 
stipulated by the parties and simply accepted 
by the court ™ to cases in which the taxpayer 
has offered no suggestion at all on how to 
measure the increased demand and the court 
has simply held there is a failure of proof.” 


Between these extremes is a great variety 
of cases in which the taxpayer has suggested 
one basis or another for ascertaining the 
amount of such increased-demand factor. 
One factor recognized in recent cases is the 
proposition that a renegotiation rebate effects 
an appropriate adjustment for the high-price 
factor.” Another factor which the court at 
present has before it for decision concerns 
acceptance of the Bureau’s position that in 
prorated oil states, net abnormal income is 
the result of increased sales due to increased 
demand or to decreased competition.™ Quite 
understandably, the court supplies its own 
evaluation of the facts. ‘Thus, while it insists, 
on the one hand, that income from advertis- 
ing Nash motors was due to an increased de- 
mand for cars in 1940,” it insists on the other 
that there was no increased demand for oil in 
1940 over demand during the base period.” 


“A Matter of Opinion”’ 


The court has quite frankly admitted that 
“in the last analysis” the question is. “a matter 
of opinion” ™ and must be decided by the ex- 
ercising of common sense and judgment in 
the light of proven facts.* In one case, the 
court arrived at the factor of increased de- 
mand by comparing average annual dollar 
sales of the new product for the four base 
period years with similar sales for the tax- 
able years in issue.” In another case, the 
court, while conceding that income from re- 


1 Knight Machinery Company, Bailey Com- 
pany and Sommerfeld Machine Company, foot- 
note 2. 

2 Hitel-McCullough, Inc., footnote 3. 

7% Toledo Engineering Company and Sommer- 
feld Machine Company, footnote 2. 

% Humble Oil Company, TC Docket No. 16067. 

% Geyer, Cornell & Newell, Inc., footnote 3. 
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search into thermoplastic, resin-coated mate- 
rials for use in parachute bags, aviator 
garments and tent materials was in large 
measure due to increased war demand, 
insisted that despite the fact that the bulk of 
petitioner’s production was for the War and 
Navy Departments, some of the income 
could nevertheless be attributed to the prior 
development years. In that case, while 
holding that the record “leaves something 
to be desired,” the court proceeded to make 
an allocation of its own of fifty to seventy-five 
per cent of the abnormal income to improved 
business and the remainder to prior years.” 


Three-Way Split 


On another occasion, the court actually 
split three ways on the question, among 
others, of what would be a proper per- 
centage of the abnormal income to at- 
tribute to improved business. The income 
took the form of commissions on five-year 
performance bonds on Navy: construction, 
and it was recognized that such income, to 
the extent attributable to improved business 
and to the original procurement of the con- 
tracts, could not, under the Regulations, be 
attributed to prior years and that only that 
portion allocable to the servicing of the 
contracts was properly attributable to prior 
years. The majority of the court, discount- 
ing the absence of data as to handling 
charges, views of other: brokers, the ex- 
perience of competitors, the impact of im- 
proved conditions on taxpayer’s business 
and “other bases of allocation” (to use its 
own phrase), “somewhat arbitrarily” (un- 
der the Cohan principle) allocated one third 
of the income each to improved business, 
procurement and servicing, and spread the 
latter third over the five-year term of the 
contract. Judge Arundell and Judge Mur- 
dock, in separate dissents, would have allo- 
cated only one third and two fifths, re- 
spectively, to improved business and pro- 
curement. They would, however, have 
spread the remainder not over the actual five- 
year term of the contract but over the period 
the risk actually extended.” 


Small wonder that the court has on oc- 
casion relieved a taxpayer from the onerous 
burden which it has at other times insisted 
upon! The moral, if any, would seem to be 


™% Southwestern Oil & Gas Company, foot- 
note 2. 

™ Rochester Button Company, footnote 2. 

7% Ramsey Accessories Manufacturing Corpora- 
tion, footnote 2. 

7 Rochester Button Company, footnote 2. 

80 Pantasote Leather Company, footnote 2. 

81 Lindstedt-Hoffman Company, footnote 2, 
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for a taxpayer to produce whatever sup- 
porting data are available, make the best 
estimate possible and then trust to striking 
a judge willing to exercise the test of “com- 
mon sense and judgment” in reaching a work- 
able answer. Even then, on occasion, as in 
the Primas Groves case ™ where the taxpayer 
sought to estimate at twenty-five per cent 
the improved business and related factors, 
the court held that even on an assumption 
favorable to the taxpayer, it could not de- 
termine the fair attribution to prior years, 
since the estimate was contrary to the evi- 
dence in the record. Perhaps the only sure 
way out is to stipulate an improved business 
factor with the government! 


Summary 


In summary, the taxpayer can and does 
win Section 721 cases. The principles which 
have been guiding the court are fairly 
well defined. The ultimate success or fail- 
ure of the taxpayer in a given case will 
depend in large measure on a full and com- 
plete disclosure of the facts and a sincere 
effort to marshal them, consonant with the 
requirements of the Regulations, toward 
showing the amount of abnormal income, 
the amount of net abnormal income and the 
amount of net abnormal income attributable 
to other taxable years. [The End] 


WASHINGTON TAX TALK—Continued from page 266 


1921 by a parent corporation at the Com- 
missioner’s direction, did not void an assess- 
ment against the subsidiary based on the 
subsidiary’s separate return for 1918, and 
that the filing of the consolidated return did 
not release surety on the bond posted against 
the assessment. 


The Court has refused to review the Tax 
Court’s decisions in Bell v. U. S. (50-2 ustc 
1 9499), Bentley et al. v. Commissioner (50-2 
ustc § 9484) and Mine Hill and Schuylkill 
Haven Railroad Company v. Smith (50-2 ustc 
7 9452). : 


The Commissioner 


The time for filing both income and excess 
profits tax returns for corporations having the 
privilege of making a consolidated return 
has been extended through June 15, 1951, 
for taxable years ending after June 30, 1950, 
and before March 1, 1951. 


T. D. 5835, granting the extension, makes 
it available to all qualified corporations even 
if they do not choose to exercise their privi- 
lege of making consolidated returns. Inter- 
est will be payable at six per cent per annum 
on any tax deferred because of the extension. 


A revised Form 1139, “Application for 
Tentative Carry-Back Adjustment,” has been 
issued by the Bureau for use in connection 
with 1950 net operating losses or unused 
excess profits credits. The form has been 
changed to reflect the one-year carry-back 
provisions in the 1950 Revenue Act and to 
provide for the separate computation of in- 
come and excess profits taxes. 


82 Footnote 3. 


274 


April, 1951 


Fe -temr yore aban Commissioner has 
announced acquiescence in the following 
decisions of the Tax Court: 


Connelly, CCH Dec. 15,080. Contributions 
to a county fair association organized “for 
the purpose of maintaining a public park for 
trotting and fair purposes and the encour- 
agement of agriculture and horticulture” 
were deductible, according to the Tax Court; 
the association did not lose its character as 
one operated for scientific and educational 
purposes because of incidental features such 
as horse racing. The Commissioner has 
withdrawn a previous nonacquiescence. 


Baehre, CCH Dec. 17,841. The taxpayer 
was a bona-fide resident of Canada for at 
least two years before his return to the 
United States on October 1, 1944, and com- 
pensation for his work in Canada during 
1943 and 1944 was excludable from gross 
income. 


Cohen, CCH Dec. 17,845. The settlor- 
trustee of a trust, the life beneficiaries of 
which were his wife and daughter, was not 
taxable on the net income of the trust. 


Hannaman, CCH Dec. 17,855. When a 
taxpayer’s wife helped him to obtain credit, 
she was his partner in a housing project. 


Boehme, CCH Dec. 17,843. A credit on 
state taxes paid, resulting from renegotia- 
tion of war contracts, was included in the 
taxpayer’s iricome for the years in which 
the amount of the credit was determined and 
not for the years in which it accrued. 
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EXCESS PROFITS TAXATION—— 


Real Estate Corporations 
Are Entitled to Relief 


By WILLIAM H. HARRAR 


THE “‘EXCESS"" PROFITS LAW OF 1950 WILL TAX 
ORDINARY INCOME OF REAL ESTATE CORPORATIONS, 
THE AUTHOR, A NEW YORK CITY ATTORNEY, WARNS 


T= TASK faced by legislators who 
have been charged with framing an 
excess profits tax to produce war revenue 
is never easy and the results achieved are 
rarely popular or gratifying. Perhaps most 
of the basic trouble lies in the term “ex- 
cess.” No corporate management will readily 
admit that the company is making too much 
money. On the other hand, the nation’s 
need for revenue is undeniable. The vice, 
major or minor depending upon one’s point 
of view, is in assuming that only war profits 
are being taxed, when, in fact, the higher taxes 
are imposed to a substantial extent an total 
profits from all sources. Thus, the fifteen 
per cent discount of the base period earn- 
ings average in Section 435 (a) (1) (A) of 
the new law, which must be made in meas- 
uring the “excessiveness” of profits, is really 
a species of rate increase and, logically, be- 
longs outside of an excess profits tax law. 


Logical or not, the discount is with us 
as an integral part of a statute that is sup- 
posedly designed to levy an equitable tax, 
that is, a steep tax that will hit hard at 
war profits while missing the.normal profits. 
Accordingly, it is proper to inquire into 
what the legislature has offered to ease 
the burden of this and other departures 
from strict equity—such mitigation has al- 

1 Theerelief provisions of the various statutes 
discussed herein are limited to those contained 
in Sections 327 and 328 of the Revenue Acts of 
1918 and 1921, Section 722 of the Internal Reve- 
nue Code and Sections 442 to 446 of the Internal 


Revenue Code so as to comport with the usual 
notion of the term. Viewing it more broadly, 


Real Estate Corporations 


ways been accomplished in this country 
through the relief provisions.’ 


Both the philosophy and drafting of relief 
provisions have been difficult problems for 
Congress. In World War I, a large amount 
of discretion was delegated to the Commis- 
sioner. In three loosely defined type-situa- 
tions designed to cover the whole field of 
relief for domestic corporations, the Com- 
missioner was not only given the power to 
determine whether the taxpayer qualified for 
relief but was directed to apply a rate of 
tax “which bears the same ratio to the net 
income of the taxpayer . for the tax- 
able year, as the average tax of representa- 
tive corporations engaged in a like or simi- 
lar trade or business, bears to their average 
net income for such year.” The 
earlier law granted relief where the Com- 
missioner was unable to determine the in- 
vested capital or where there existed such 
“abnormal conditions affecting the capital 
or income of the corporation . . . as 
would work upon the corporation an excep- 
tional hardship.” In World War II, Con- 
gress attempted to specify in more detail 
the qualifications for relief and placed upon 
the taxpayer the burden of proving “what 
would be a fair and just amount represent- 
ing normal earnings to be used as a con- 
structive average base period net income” 


any provision which mitigates the impact of the 
tax can be called a relief provision—for ex- 
ample, Section 721 abnormalities, the ‘‘75 per 
cent rule’ of Section 713 (e) (1) and the 
“growth formulas’’ of Sections 713 (f) and 
435 (e). 

? Revenue Acts of 1918 and 1921, Section 328. 
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which should be used in calculating the 
excess profits credit. Code Section 722 
marked out four basic relief situations with 
some particularity® and a fifth catchall, 
Section 722 (b) (5), which seems to have 
proved meaningless. Thus, both laws, Section 
327 of the Revenue Act of 1918 and Code Sec- 
tion 722, were focused on “abnormal” events 

taking place in the fiscal history of the tax- 
‘ payer, but the Commissioner’s discretion was 
cut down in the later law by specifications of 
hardship and special Tax Court review. 


The upshot was perhaps the same under 
both statutes—either a horse trade or liti- 
gation, with the chances of success in court 
against the taxpayer because of the factual 
complexity of the issues and the limited - 
time available to a judge who has to decide 
a case involving essentially “a riddle inside 
a mystery wrapped in an enigma.” * 


In the latest statute the pendulum has 
swung in the opposite direction. Congress 
has delegated no discretion to the Commis- 
sioner but, instead, has provided for “auto- 
matic relief.”° At this writing, no one can 
say how much relief will be forthcoming. 
It seems reasonable to point out, however, 
that “automatic relief” provisions are fair 
and feasible only to the extent that the 
legislators have foreseen all possible in- 
equities. If the taxpayer and Bureau off- 
cials are no longer able to sit down together 
and work out an ad hoc solution of their 
mutual difficulties, the law itself must be 
broad and flexible enough to do that for 
them. Hence, there is bound to be pressure 
to extend the provisions of the Code so as 
to enable more companies to prove effec- 
tively that they are in some way “abnormal” 
and hence subject to discriminatory treat- 
ment unless relief be given. 


It is obvious at the outset that a great 
deal of the pressure would be taken off 


3 Code Sections 722 (b) (1) to 722 (b) (4), 
inclusive. 

*Opper, J., in Fezandie & Sperrle, Inc., CCH 
Dec. 14,860,.5 TC 1185, 1191 (1945), quoting the 
Rt. Hon. Winston S. Churchill. 

5 See new Code Sections 442-446, inclusive, dis- 
cussed below. The Ways and Means Committee 
has hopefully stated: ‘The use of such for- 
Mmulas permits an objective computation of the 
exact amount of relief to be granted in each 
case, rather than leaving the extent of relief 
dependent upon an attempted analysis of all 
the varying factors of each case, with uncer- 
tainty and disparity among taxpayers the in- 
evitable result. It is believed that the proposed 
approach to the determination of relief prob- 
lems will avoid in large measure the difficulties 
of proof and the subjective determinations 
which characterized the administration of Sec- 
tion 722 and will eliminate the delays which 
attended the provision of relief for hardship 
cases under the World War II law.’’ Report 
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Congress and the Treasury Department if 
the fifteen per cent base period discount 
were abandoned. 


The rationalization for the discount is 
that the base period was subject to “the in- 
creased tempo of the defense economy.” * 
The influence on the economy of a worsen- 
ing international situation, however, is most 
difficult to detect and impossible to meas- 
ure with mathematical exactitude. The dis- 
count in World War II was five per cent; 
now it is fifteen per cent.’ It is hard to 
escape the conclusion that the Ways and 
Means Committee and the Finance Commit- 
tee did anything but guess, and guesswork 
on the fiscal level of government should be 
held to a minimum. The shooting war 
began in June, 1950. The base period years 
were as normal as any year ever is. Let us, 
then, scrap euphemisms such as “increased 
tempo” and admit the fact that war profits 
do not arise until there is war. The war 
profits tax, regardless of any relief provi- . 
sions, is. going to hit normal peacetime 
profits, unless the earnings credit is fixed 
at one hundred per cent of the base period 
average. 


The truth of the foregoing may be dem- 
onstrated by taking a look at an industry 
that is not associated in most people’s minds 
with national defense—the commercial real 
estate business.* The thesis of this article 
is that the real estate business will be taxed 
more heavily under the new statute than 
other types of industry, because (1) it meets 
none of the tests for automatic relief and 
(2) its members have poor excess profits 
credits. It is beyond my scope to answer 
the question of whether, if the foregoing be 
true, it is politically wise to tax this group 
more heavily than others. It does not mine 
strategic metals nor does it transmit the 


of the Committee on Ways and .Means, 81st 
Congress, 2d Session, House Report No. 3142, 
pp. 16-17; see, also, the report of the Senate 
Finance Committee, 81st Congress, 2d Session, 
Senate Report No. 2679, pp. 17-18, which states, 
among other things, that ‘‘this bill reduces to 
a minimum the amount of administrative discre- 
tion involved in the adjustment of the hardship 
cases which may be expected to arise under an 
excess profits tax.’’ 

6 Report of the Committee on Ways and 
Means, report cited, footnote 5, p. 2; report 
of the Senate Finance Committee, report cited, 
footnote 5, p. 2. 

™Code Section 713 (a) (1) (A); Code Section 
435 (a) (1) (A). , 

8 The industry is taken herein to include op- 
erators of hotels and office buildings under 
fee ownership or long-term leaseholds. Brokers 
and managers without ownership in fee or by 
lease are excluded. 
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image of Milton Berle to happy television 
owners. A mere humdrum in a war econ- 
omy, it merely houses travelers, businesses 
and professions, yet it now stands to pay 
an exceptionally heavy share of war taxes. 


What Relief Has Been Granted? 


A study of the Excess Profits Tax Act 
of 1950 discloses that there are no relief 
provisions of any positive significance for 
real estate corporations. 


The section$§ dealing with relief which 
were added to the Internal Revenue- Code 
by the act are Sections 442 to 446, inclusive. 
To qualify for relief, the taxpayer must 
bring its case under the tests prescribed 
by one of these sections. 


Section 442 (a) grants relief if during 
the base period either the normal operation 
of the business has been interrupted or 
diminished by events unusual or peculiar 
in the experience of the taxpayer or if the 
business of the taxpayer was depressed 
because of temporary economic circum- 
stances unusual in the case of such tax- 
payer. These provisions correspond closely 
to Sections 722 (b) (1) and 722 (b) (2) 
of the World War II statutes. The cases 
decided by the Tax Court under Sections 
722 (b) (1) and 722 (b) (2) have one 
feature in common—the Tax Court refused, 
in all but one, to grant any relief whatso- 
ever.” In the one case decided under Sec- 
tion 722 (b) (2) in which relief was granted, 
an industrial engineering concern won relief 
when it established that its business was 
adversely affected by the temporary antag- 
onism of labor unions to the installation 
of management and wage incentive systems. 
(See Dyer Engineers, Inc., CCH Dec. 16,477, 
10 TC 1265 (1948).) In every case decided 
adversely to the taxpayer, the court held 
that the burden of proof had not been met. 
Statistics of the number of cases settled 
within.the Bureau under Sections 722 (b) 
(1) and 722 (b) (2) are lacking, but the 
record in the Tax Court raises the interest- 
ing question of whether a relief statute, the 


9 Fish Net & Twine Company, CCH Dec. 
15,555, 8 TC 96 (1947); Lamar Creamery Com- 
pany, Inc., CCH Dec. 15,749, 8 TC 928 (1947); 
Winter Paper Stock Company, Inc., CCH Dec. 
17,716, 14 TC 1312 (1950); Harlan Bourbon & 
Wine Company, CCH Dec. 17,457, 14 TC 97 
(1950); Hl Campo Rice Milling Company, CCH 
Dec. 17,286, 13 TC 775 (1949); Acme Breweries, 
CCH Dec. 17,658, 14 TC 1034 (1950); Trunz, 
Inc., CCH Dec. 17,787, 15 TC 99 (1950). 

% The same statement may be, and has fre- 
quently been, made of the catchall provision, 
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requirements of which cannot be met, 
in fact grants any relief at all.” 


Section 443 of the new law allows relief 
to taxpayers who, during the base period, 
substantially changed their products or 
their services. This corresponds in part 
with Section 722 (b) (4), the World War 
II provision which granted relief where 
the character of the business had changed. 
Although some taxpayers were able to 
convince the Tax Court that they qualified 
for relief because of the introduction of 
new products or services during the base 
period, the relief granted in most instances 
was minor. Moreover, it is difficult to see . 
how a commercial real estate corporation 
could ever prove that it had introduced new 
products or services. 


Section 444 allows relief if the taxpayer, 
during the base period, increased its capa- 
city. To qualify under this section, either 
the capacity must have been doubled during 
the base period or must have been increased 
by fifty per cent, together with an addi- 
tional investment of fifty per cent of total 
assets, or the investment must have” been 
doubled. This provision also corresponds 
to a portion of Section 722 (b) (4). Al- 
though it may help smaller companies, its 
provisions are extremely difficult for a large 
enterprise to meet and much less liberal 
than Section 722. 


Section 445 allows relief to new corpo- 
rations, that is, to corporations which com- 
menced business after the first day of the 
base period. It is, of course, unavailable 
to older companies. 


Section 446 provides relief for depressed- 
industry subgroups. The determination of 
whether a taxpayer belongs to a depressed- 
industry subgroup and whether such a sub- 
group is depressed: is to be made by the 
Secretary of the Treasury in accordance with 
formulas prescribed by Sections 446 and 
447. From the committee reports on the 
Excess Profits Tax Act of 1950, it is to 
be gathered that the Secretary is to use 
a government publication known as Statis- 
tics of Income as a source in determining 





Section 722 (b) (5), which purported to allow 
relief for ‘‘any other factor ... not incon- 
sistent with the principles underlying this sub- 
section, and with the conditions and limita- 
tions enumerated therein.’’ The Bureau and 
the Tax Court have read ‘not inconsistent 
with’? as meaning ‘‘the same as,’’ and who is 
to blame them? See E. P. C. 12, 1947-1 CB 80; 
Clinton Carpet Company, CCH Dec. 17,591, 
14 TC 581 (1950); Philadelphia, Germantown & 
Norristown Railroad Company, CCH Dec. 15,100, 
6 TC 789 (1946). 
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whether a particular industry is depressed.” 
A preliminary examination of Statistics of 
Income indicates that the average rate of 
return for real estate, companies for the 
years 1946 and 1947 wae 13.75 per cent and 
that the average rate of return for the 
period 1936 through 1947 was 9.74 per cent.” 
Relief can be had under Section 446 only 
if the rate of return for the years 1946 to 
1949 inclusive was less than sixty-three per 
cent of the average rate of return for the 
years 1938 to 1948 inclusive. It would appear 
rather unlikely that the Secretary will de- 
termine that real estate companies consti- 
tute a depressed-industry subgroup.” 


The new law also contains relief provi- 
sions for four specific industries, to wit, 
regulated public utilities including railroads, 
personal service corporations, corporations 
engaged in the mining of certain strategic 
minerals, and corporations having so-called 
excess output from certain mining and tim- 
ber operations and from natural gas prop- 
erties. (See Sections 448, 449, 450, 453.) 


Does This Industry Need Relief? 


Inasmuch as no relief has been granted 
for real estate companies, the next question 
is whether they are being more unjustly 


taxed than other types of industry. One 
thing is clear—their present earnings level 
is not war-induced. During the last year 
of the base period, 1949, the percentage of 
occupancy of commercial office buildings in 
the United States was 99.8 per cent in the 
southern area, 97.5 per cent in the north 
central area, 98.8 per cent in the midwest 
northern area, 99.5 per cent in the middle 
Atlantic area, 99.8 per cent in the New 
England area, 98.3 per cent in the Pacific 
northwest area, 99 per cent in the Pacific 
southwest area and 99.4 per cent in the 
southwest area.“ In other words, the in- 
dustry was doing well in the last year of 
the base period. It was less prosperous in 
the 1947 to 1948 period. The three years 
1947 to 1949, inclusive, will probably be 


11 Report of the Senate Finance Committee, 
report cited, footnote 5, p. 24. 

2 Section 447 (a) directs the Secretary to 
find the rate of return for each industry classi- 
fication by taking the aggregate net income 
and adding the aggregate interest deduction 
to it. This sum is then divided by the aggre- 
gate total assets to give the industry rate of 
return. Due effect is also to be given to re- 
negotiation of war contracts. The figures in 
the text, therefore, are inaccurate in them- 
selves insofar as they fail to take into account 
the effect of renegotiation and the aggregate 
interest deduction for the real estate industry. 
(Only the Secretary, who has access to all the 


employed by most real estate companies to 
compute their excess profits tax liability 
under the average earnings method. Since 


the three-year average must be discounted. 


by fifteen per cent under the new law, it is 
at once obvious that this industry is to be 
taxed on a profit level associated with peace- 
time conditions rather than war conditions. 


Office buildings filled up in 1949,-not be- 
cause of, as the committee reports would 
have it, “the increased tempo of the de- 
fense economy” but because of normal 
peacetime demands for space. The excess 
profits tax as applied to this industry will 
tax ordinary profits. 

Whether the real estate business needs 
excess profits tax relief at the present time 
is, of course, a question that the industry 
itself must answer. The record under the 
World War II statute shows, however, that 
members of this industry required and 
were granted substantial amounts of relief. 
Section 722 (g) of the Code required the 
Commissioner to publish in the Federal 
Register a list of taxpayers to whom relief 
had been granted under Section 722, show- 
ing, among other things, the nature of the 
business, the original credit, the increase 
in credit claimed and the increase in credit 
allowed. The operation of the statute as 
it affected members of this industry is 
shown in part by the table herein. It must 
be remembered that this table records only 
the cases in which refunds were allowed by 
the Commissioner through the Excess Profits 
Tax Council or otherwise, and that nothing 
has been published to indicate the specific 
grounds on which relief was given in each 
case. Unless conditions have radically changed, 
therefore, inequities probably still exist. 

The excess profits credit of the average 
real estate corporation—average, that is, 
in the sense that it lacks experience sensa- 
tional enough to qualify it for the exotic 
types of relief granted in the new law—is 
probably no better than*it should be and 
perhaps much less. It has been shown 
that use of the earnings credit will result 
in the excess profits taxation of normal 


tax returns filed, can determine the amount of 
these adjustments.) However, the comparisons 
indicated by the figures are probably accurate 
enough to show that real estate, within the re- 
stricted meaning of the statute, is not ‘‘de 
pressed.”’ 

18 The new excess profits tax regulations, pro- 
mulgated March 2, 1951, bear out this conclu- 
Sion: the real estate industry is not among 
those tentatively classified as depressed. (See 
Regulations 130, Section 40.446-2.) 

141949 Office Building Experience Exchange 
Report (National Association of Building Own- 
ers and Managers, 134 South La Salle Street. 
Chicago, Illinois), pp. 6-9, inclusive. 
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Excess Profits Tax Relief 


Nature of Business and Location 


Operator of leased hotel, Los Angeles; California. . 
Holding real estate, Los. Angeles, California 


Real estate operating, Ogden, Utah 
Hotel, Kansas City, Missouri 


Hotel operators, Mobile, Alabama 


Holding real estate, Los Angeles, California 


Hotel and restaurant, Honolulu 


Owner-operator of improved property, Washing- 


ton, 
Real estate, Newark, New Jersey 
Hotel, Knoxville, Tennessee 


Real estate, Ogden, Utah 


Real estate, apartment hotel, Washington, D. C.... 


Hotel, Kansas City, Missouri 
Real estate, Newark, New Jersey 


Office building, Houston, Texas ................. 


Owner-operator of building, Chicago, Illinois... . 


Real estate, New York City 


Hotel, Ferndale, New York 


Hotel, Jacksonville, Florida 


Increase in 
Credit 
Allowed 


$ 11,278 
16,213 
15,956 
11,231 
12,192 
12,192 
12,192 
12,192 
14,161 
14,686 
14,191 
13,332 
11,890 


15,408 
23,315 
23,167 
32,365 
12,561 
12,461 
13,340 
12,315 
23,315 
23,315 
23,315 
61,614 
55,824 
55,824 
14,653 
15,699 


90,906 
90,906 


Increase in 
Credit 
Sought 


$ 40,279 
66,506 
66,101 
22,691 
55,929 
56,640 
60,046 
64,052 
36,895 
37,420 
62,678 


34,506 
33,064 


28,534 
47,516 
36,242 
55,135 
26,940 
25,286 
16,602 
12,315 
56,454 
56,454 
56,454 
120,920 
115,131 
70,316 
57,689 
58,734 
288,945 
288,945 
288,945 
288,945 
288,945 
288,945 
24,145 
31,281 
31,281 
114,073 
119,035 


Credit per 


Return 


$ .5,870 
1,956 
2,360 
9,499 

150,187 
149,477 
146,070 
142,064 
2,329 
1,804 
2,360 
5,766 
7,207 


32,678 
45,215 
2,384 
7,040 
7,906 
7,746 
17,330 
141,139 
45,215 
45,215 
45,215 
90,385 
96,175 
96,175 
20,596 
19,551 
58,770 
58,770 
58,770 
58,770 
58,770 
58,770 
12,109 
17,142 
17,142 
100,085 
95,285 


In addition, relief aggregating a total increase in credits of about $768,000 was 
granted in 168 other instances to members of this industry. 


Compiled from Excess Profits Tax Relief: 


Granted Under Section 722 of the Internal Reve- 
nue Code by the Commissioner of Internal Reve- 
nue, 9 F. R. 13070 (1944), 10 F. R. 14076 (1945), 
11 F. R. 11599 (1946), 12 F. R. 6630 (1947), 13 
F. R. 6151 (1948), 14 F. R. 6337 (1949), 15 F. R. 


profits. What of the equity-capital and his- 
torical invested-capital alternatives permitted 
by Sections 437 and 458 of the new law? 
An accurate answer, in the absence of 
statistics, cannot be made by any lay writer. 
So far as is known, the members of this 
industry do not tell one another in any 


Real Estate Corporations 


or more bond issues. 


7064 (1950). The names of the taxpayers, the 
taxable years and the cents are omitted. 
Brokers and nonowners have been excluded 
as far as possible. In the interest of brevity, 
only such increases in credit as exceed $10,000 
have been tabulated. 


published form what their invested capital 
situations are. The more obvious incidents 
of office-building operation, however, sug- 
gest several observations: 

(1) Nearly every large office building or 
hotel venture is financed by means of one 
Bond retirements, 
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either in fulfillment or in excess of sinking 
fund requirements, will have caused a steady 
diminution in the borrowed capital com- 
ponent of the credit which will continue as 
time goes on. 


(2) In many cases, the original invest- 
ment in the building was made a long time 
ago. If the investment was at a low or 
moderate figure, the black earnings since 
1945 will not have added enough accumu- 
-lated profits to restore the fifteen-year defi- 
cits of 1930-1945.¥ 


Moreover, the rule that depreciation must 
be. subtracted from the tax basis of assets 
regardless of current tax benefit (the Vir- 
ginian Hotel rule) will have diminished the 
credit computed under the so-called “net 
asset approach” of Section 437. 


(3) Many office buildings and hotels were 
acquired by their present owners, for a song, 
at bankruptcy or foreclosure sales. Unless 
substantial amounts were invested in capital 


EXCESS PROFITS TAXATION— 


Finding the “Equal Rate” 


improvements or unless allowances are made 
for whatever good will a bankrupt real estate 
concern may be deemed to have had, the 
invested capital credit will not be impressive.” 


Relief Needed 


Tax relief for the real estate industry 
is in order. The members of the industry 
are in an excellent position to prove their case 
by pooling their information concerning 
their respective excess profits credit situa- 
tions and then bringing the fact of unwar- 
ranted discrimination home to the Joint 
Committee on Internal Revenue Taxation. 
As to the form relief should take, there are 
plenty of good legislative draftsmen to take 
care of that point. The number one task 
is to convince the Eighty-second Congress 
of the need for relief for the real estate 
business. [The End] 


and Adjusting Abnormal Base Periods 


—tTables by Scovell, Wellington and Company 


Comes a time in the businessman’s life when he will not understand the paradox that 
paying excess profits taxes at a sixty-two per cent rate is cheaper than paying the tax at a 


thirty per cent rate. 


One method to prove the point is the algebraic formula method 


(CCH StanpaArp Excess Prorits TAx Reports (3d Ed.) $60,509). Another, as suggested 
by Scovell, Wellington and Company, of New York, is the computation and proof following. 


% The Excess Profits Tax Act attempts to 
remedy this situation to some extent by the 
“recent loss adjustment’’ provided by Sections 
437 (b) (2) (D) and 437 (f). These provisions 
allow the addition to invested capital of the 
excess of all annual operating losses over all 
annual net income to the extent realized dur- 
ing either the base period- 1946-1949 or the 
period January 1, 1940, to December 31, 1949, 
whichever results in the higher adjustment. 
It is difficult to say at this juncture how great 
a boon this will prove. To have any adjust- 
ment at all, the taxpayer’s losses during some 
parts of either period must have exceeded in 
amount the net profits in the other years. The 
fluctuations must needs have been fairly severe 
to be of any help. 

1% The inadequacy and necessarily haphazard 
nature of an invested capital credit for real 
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estate companies was brought to the attention 
of the 8lst Congress during its consideration 
of H. R. 9827, which became the Excess Profits 
Tax Act of 1950. See the hearings before the 
Committee on Ways and Means (statement of 
William H. Harrar), p. 292; hearings before the 
Committee on Finance (statement of William B. 
Gess), p. 575. The same point was made before 
the Ways and Means Committee by Paul Wolf, 
represeriting the American Hotel Association 
(see the Ways and Means Committee hearings, 
pp. 309, 314), and before the Finance Commit- 
tee by Arthur J. Packer, representing the same 
association (see the Finance Committee hear- 
ings, pp. 728, 731). Except for the foregoing, 
the industry as a whole, during the formula- 
tion of the present law, took no discernible 
action on the problems discussed in this article. 
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_ FEDERAL EXCESS PROFITS TAX 


Determination of Point at Which the 62% Maximum Rate Becomes Operative 


Fiscal Years Beginning 
After June 30, 1950, and 








Calendar Year 1950 | Subsequent Calendar Years 
Excess profits net income ........... $197,500 $136,667 
Excéss profits credit ..........006..5.. $ 50,000 $ 50,000 
I 8 Bice Sie WEE oS 3 2 

150,000 100,000 
6s Sociennseesebuds coe. eee 197,500 36,667 136,667 


Proof 
Excess profits net income ..... 197,500 136,667 ’ 
122,450 — 62% 84,733 
















Less: Normal tax and surtax on 
excess profits net income 





Es. 5. 4.6% Sik baa aan eee 82,950 
2 Re a ere 64,233 
Less: Surtax on $25,000....... 4,750 78,200 5,500 58,733 
Maximum excess profits tax..... : 44,250* 26,000 
Excess profits net income....... 197,500 136,667 
Less: Excess profits credit...... 50,000 50,000 





86,667 
Excess profits tax rate.......... 30% 30% 










Excess profits tax .............. $ 44,250* 









Determination of Multiple 


Excess profits tax rate.......... 30 .30 ~ 20 .30 
Maximum combined rate........ Je —=3 & ej — = 
Less: Maximum allowable rate.. .62 .10 10 2 35 15 








Determination of Additive 


Income tax reduction .......... 4,750 : 5,500 : 
Difference between combined rate 4,750 +. 10 5,900 * 215 
: = 47,500 = 36, 
and maximum rate ........... 10 35 

























*To determine the actual excess profits tax number of days in the taxable year after June 
liability the tax as computed here should be _ 30, 1950. 
prorated on a daily basis according to the 


The computations above illustrate the point at which the excess profits tax is equal 
whether the tax is computed by application of the sixty-two per cent ceiling rate to 
excess profits net income, or by application of the thirty per cent rate to adjusted excess 
profits net income. Thus, for calendar year 1950 (Column One), the computation shows that 
if three times the excess profits credit plus $47,500 is less than the excess profits net income, 
the sixty-two per cent rate will result in less excess profits tax, and if more than the excess 
profits net income, the thirty per cent rate will result in less tax. For fiscal years beginning 
after June 30, 1950 (Column Two), the computation shows that if twice the excess profits 
net income plus $36,667 is less than the excess profits net income, the sixty-two per cent 
rate will result in less excess profits tax, and if it is more than excess profits net income, 
the thirty per cent rate will result in less tax. 


On the following two pages, the table shows a breakdown of those sections of the 
new law which provide for computing an average base period net income on an industry 
rate of return basis. 


Excess Profits Tax Tables 
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ABNORMALITIES IN THE BASE PERIOD 


Type of Abnormality 


442(a)(1): Normal pro- 
duction, output or oper- 
ation interrupted or 
diminished in any taxa- 
ble year within or be- 
ginning or ending in base 
period because of occur- 
rence immediately prior 
to or during such taxa- 
ble year of events un- 
usual or peculiar in tax- 
payer’s experience. 


442(a)(2): Business de- 
pressed in a taxable year 
within, beginning in or 
ending in base period by 
temporary economic con- 
dition which is unusual 
in the case of such tax- 
payer. 


443: Substantial change 
in product or services 
within 3 tax years be- 
fore taxable year and 
within last 36 mo. of 
base period. 


444: Increase of capacity 
for production or opera- 
tion during 36 months 
ended on last day of 
base period. 


445: Commencing busi- 
ness after first day of 
base period. 


446: Member of a de- 
pressed industry sub- 
group. 


Identification 
of Abnormality 


Study of history of base 
period and periods imme- 
diately before and after. 


Study of products—de- 
termine that 40% of 
gross income or 33% of 
net income for taxable 
year is from new prod- 
ucts and that average 
mo. income for taxable 
year is over 125% of av- 
erage mo. income for 
taxable years ending in 
base period prior to tax 
year in which change 
occurred. 


Study of capacity and 
study of $ value of plant 
and equipment. Either 
must increase 200% or 
both must increase 150% 
in 36 mo. ended on last 
day of base period. 


Date of commencing bus- 
iness. 


Determine that taxpayer 
belongs to a subgroup 
that Secretary of Treas- 
ury lists as depressed. 


Common to all abnormalities: 1. Income ob- 
tained by application of rate of return must 
be reduced by an adjustment for interest paid 
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which varies. 
application with return, within claim time or 
within special times where deficiency. 3. Ab- 
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Method of Determining 
Average Base Period Net Income 


1. Drop out worst 12 months as in regular 
computation. 


2. If 12 or less of remaining months are 
affected, calculate a substitute income mo. by 
mo. for those months by applying yearly in- 
dustry rate to total assets at last day of 
taxable year including mo. or last day of year 
just before Ist EP tax year whichever is 
earlier. Change only month where substitute 
income exceeds 110% of actual. 


3. If over 12 mo. affected use base period 
industry rate by applying it to average of 
total assets at end of each taxable year end- 
ing after first day of base period and before 
last day. Use substitute only if over 110% of 
actual base period income. 


Apply base period rate of return to total as- 
sets on last day of taxable year just before 
first EP taxable year or last day of taxable 
year in which new product requirements are 
first met, whichever is later. 


Apply base period rate of return to total as- 
sets on last day of taxable year just before 
first EP taxable year. 


First 3 years which are also excess profits 
taxable years: Apply base period rate to total 
of assets at close of taxable year before first 
EP taxable year plus capital additions or 
reductions for year for which tax is being 
calculated. 

Later years: Apply rate of return to total 
assets at end of last year prior to first EP 


taxable year or last day of third taxable year 
whichever is later. 


Apply subgroup rate of return to average of 
total assets at end of taxable years ending in 
base period. 


2. Relief is obtained by filing 
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(Sections 442, 443, 444, 445, 446) 














































































































































Capital Addition Industry Rate 
or Reduction to Be of Return Used 
Method of Determining Made for Credit Ind. Life of - 
Industry Group Base Taxable Year Base | Sub- Special 
a Add. \ Addns. & Redns. Period | group Relief 
ular If 12 months or less affected|12 mo. |Yes. Perpetual. 
use gross receipts for taxablejor less: 12 mo. 
are year in which falls the last|/(A) 
. by month for which a substitute 
- in- - js calculated. 
y of If more than 12 mo. affected| Over 
year use gross receipts of last tax-|12 mo.: 
t is able year in or beginning in| No. 
itute the base period. 
riod 
e of 
end- 
fore 
To of 
1 as- Gross receipts for taxable year| No. Yes, for years Xx For years not 
efore in which falls the day for which which follow more than 3 
cable asset total is used. year in which years after 
Ss are taxpayer first change in 
qualifies. product. 
al as- Gross receipts for taxable year|No. ‘[Yes. xX Perpetual. 
yefore just before first EP taxable 
year. 
»rofits For first 3 years which are|No. No, in Ist 3 years. Xx ney a 
> total also EP years: Gross receipts For later years: three years 
e first [| of current year. Yes, measured then changed 
ms of For later years: By reference against later of basis which be- 
being — to third taxable year of tax- Ist day of Ist EP comes perpetual. 
payer. taxable year or 
» total day following 
st EP close of 3d tax- 
e year able year. 
age of If more than 50% of gross|No. Yes. Xx Perpetual. 
ling in receipts for taxable years be- 
ginning in base period is at- 
tributable to subgroup. 
ling normality under Sec. 445 is the only one avail- Note (A): No, if substitution is made for 
e or able to corporation commencing business after any part of first EP year or preceding year; 
Ab- first day of base period. otherwise, yes. Sec. 435 (f) (3). 
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EXCESS PROFITS TAXATION— 


Elections, Options and Alternatives 


A guided tour of the intricate and irrevo- 
cable decisions to be made by the tax- 
payer. Reprinted by permission of, and 
copyright by, The New York State Society 
of Certified Public Accountants. 


ep tegeonae madd TIME has elapsed since 
the enactment of the Excess Profits Tax 
Act of 1950 (approved on January 3, 1951, 
10:13 a. m., Eastern Standard Time) to 
acquaint practitioners with the fact that they 
are faced with perhaps the most prodigiously 
complex piece of tax legislation in the na- 
tion’s history. The Excess Profits Tax Act 
of 1950, which is presumably the culmination 
of this nation’s experience with corporate 
excess profits taxes during the past two 
world wars, certainly did not gain simplicity 
from prior experience. It is probably small 
comfort for' the harassed accountant to 
realize that most, if not all, of the com- 
plexity in the law arises from attempts 
to relieve qualified and worthy taxpayers 
from undue hardship in the application of 
a war-induced and necessarily harsh law. 
A truly simple law would indeed be the 
severest and the most bitter pill for the 
taxpayer to swallow. 


The ink was hardly dry on the current 


act before the Congress commenced hear- 
ings on excess profits tax amendments. 
There will undoubtedly be torrents of. debate 
on a multitude of substantive changes in 
the law, but there should be unanimity of 
opinion regarding the need for remedial 
legislation in one adjective aspect of the 
law, at least. The present law requires the 
corporate taxpayer and its tax advisers to 
make many elections, some irrevocable, on 
its first excess profits tax return. In view 
of the haste with which the law was written, 
its somewhat obtuse (to use a polite term) 
language and the paucity of time available 
to the practitioner for the study of the law 
and of his client’s affairs before the due 
date of the first excess profits return on 


March 15, 1951, it would seem somewhat | 


harsh and quite unnecessary for the Con- 
gress to require the taxpayer to make irrev- 
ocable elections in its first return which will 
determine substantial future tax . conse- 
quences for many years. Certainly the reve- 
nue would in no whit be placed in jeopardy 
if all the elections were revocable and practi- 
tioners could think about their clients’ af- 
fairs after the March debacle—could have 
a little time for study, reflection and investi- 
gation. It would seem that organizations 
representing taxpayers and tax advisers 
could unite on this point, if on nothing else, 
and bring sufficient pressure on Congress 
to effect some relief. 


However, be that as it may, it behooves 
the tax adviser immediately to become 
thoroughly familiar with all the alternatives 
which lurk in the mazes of the law, since 
practically every intricate computation in- 
volves a variety of options, many irrevo- 
cable, and an unfortunate choice could easily 
be very costly to the taxpayer. The new 
law is replete with alternatives, many in- 
terrelated and all shrouded in ambiguous 
semantics, and it would be foolhardy indeed 
to attempt any arbitrary and dogmatic in- 
terpretations without the benefit, at least, 
of the Commissioner’s interpretative regu- 
lations and rulings, to say nothing of the 
test of experience in the crucible of judicial 
fire. However, the ides of March are upon 
us, and practical expediency requires us to 
shed all hesitancy and attempt to guide the 
weary practitioner to an intelligent choice 
amongst the myriad elections, options and 
alternatives which confront him at every 
step of the bizarre excess profits tax com- 
putation with which the beneficent Con- 
gress has presented us. 
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xcess Profits Tax Act 


To Be or Not to Be 


The simplest choice is often the most 
important one. The excess profits tax ap- 
plies only to corporate entities and does not 
affect partnerships, trusts, individual pro- 
prietorships, estates and other noncorporate 
entities. The taxpayer still retains his 
fundamental choice of the form of doing 
business, notwithstanding the practical re- 
strictions of soaring individual tax rates. 
Thus, corporations may still be dissolved, 
in which event there will be no point in 
going further with this article. 


Again, ¢ertain corporations are not sub- 
ject to the excess profits tax. This group 
includes the chameleon-type organizations 
whose color can be controlled by the tax- 
payer. Thus, personal holding companies, 
personal service corporations, regulated 
investment companies and Western Hemi- 
sphere Corporations are immune from ex- 
cess profits tax, and their character can 
often be determined annually by overt acts 
of the taxpayer. However, this cure can be 
worse than the disease and, like all strong 
medicine, must be carefully administered by 
a skilled and experienced practitioner. 


First Fiscal Years 


Corporations whose first short fiscal year 
ended after June 30, 1950, and before De- 
cember 31, 1950, have been granted a fresh 
lease on life by the new act. All corporate 
returns previously filed for fiscal years end- 
ing after June 30, 1950, and before December 
31, 1950, will be disregarded, and new income 
and excess profits tax returns were required 
on or before March 15, 1951, whether or 
not the corporation will actually be liable 
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for an excess pfofits tax. Since a newly 
formed corporation elects its fiscal year in 
its first return, those corporations who have 
already filed a first fiscal return which is now 
voided have an opportunity to elect any 
other closing between July 31, 1950, and 
November 30, 1950, such choice, of course, 
being limited to a period not in excess of 
twelve months. It must be remembered 
that only the period after June 30, 1950, is 
subject to excess profits taxes and that the 
tax is allocated on a daily basis for those 
corporations whose taxable years straddle 
June 30, 1950. Normal and surtax rates 
have also been increased since June 30, 1950. 
However, all short taxable years must be 
annualized for excess profits tax purposes 
and careful computations should be made 
before determining which fiscal year would 
be most advantageous. 


A corporation has a choice of three options 
when it is required to annualize its excess 
profits net income for a short taxable year. 
The methods are similar to the choices 
available for income tax purposes to a cor- 
poration having a short year caused by a 
change in accounting periods. 


(a) General Rule—Annualize on the basis 
of the number of days in the short year 
compared to the number of days in a full 
twelve-month period and deannualize the tax 
in the inverse ratio. (Section 433(a)(2)(A).) 


(b) Actual Full Year’s Experience Begin- 
ning with First Day of Short Year—A cor- 
poration desiring to use this method must 
file its return on the basis of the general 
rule set forth above and make special appli- 
cation for the use of this alternative. (Sec- 
tion 433(a) (2) (B).) 
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(c) Actual Full Year’s Experience Ending 
with Last Day of Short Year—This method 
should be elected at the time of filing the re- 
turn and a specific application should be filed 
with the return. (Section 433(a)(2)(B).) 


Excess Profits Net Income 


Most of the adjustments required to con- 
vert normal tax net income into excess prof- 
its net income are mandatory and do not 
require the exercise of any choice by the 
taxpayer. However, several items either 
require specific elections or are affected by 
the choice of alternatives in other sections 
of the law. 


(a) Interest on Borrowed Capital—tThe ad- 
dition to net income for excess profits pur- 
poses caused by the disallowance of interest 
on borrowed capital varies with the choice of 
the invested capital credit’ or the average 
earnings credit. (Sections 433(a)(1)(N), 
433(a)(1)(O).) The effect of this item, in 
addition to many others, should not be over- 
looked in the choice of excess profits credit 
alternatives. 


(b) Net Operating Loss—aAll corporations 
must make special adjustments to their -net 
operating loss deductions for interest on 
borrowed capital, dividends, partially ‘tax- 
exempt interest and capital gains and losses. 
(Sections 433(a) (1) (J) (i), 433(a) (1) (J) (ii).) 
In addition, corporations which have elected 
to compute their excess profits credit under 
the average income method or under the 
historical method may elect to substitute 
the base period loss adjustment for the 
regular net operating loss carry-over from 
a pre-excess profits tax year. (Section 
433(a)(1)(J) (iii).) This is an irrevocable 
election which applies to all taxable years 
despite the fact that this base period loss 
adjustment is not allowed in any year in 
which the excess profits credit is computed 
on the asset or net worth invested capital 
basis. (Section 433(a)(1)(J)(v).) -There 
is some room for doubt, from the language 
of the statute, whether the base period loss 
adjustment requires the same adjustment 
for interest on borrowed capital as prescribed 
for the ordinary net operating loss carry-over. 

It should also be noted that the larger of 
the two losses—base period loss adjustment 
or regular net operating loss carry-over from 
the base period years—is not necessarily 
the preferred choice for the taxpayer. This 
is due to the fact that the unused excess 
profits credit carry-back and carry-forward 
must be reduced by the full amount of an 
ordinary net operating loss deduction, whereas 


the use of the base period loss adjustment 
requires no such correction. (Section 432 (b).) 

Even this brief analysis should make it 
clear that the net operating loss adjustment 
necessitates the making of vital elections, 
which may have far-reaching tax signifi- 
cance, without adequate time or experience 
to guide the taxpayer. It is difficult indeed 
to understand how the needs of the revenue are 
served by such requirements of clairvoyance. 

(c) Installment Basis Taxpayers—A cor- 
poration which uses the installment method 
in computing its income tax liability may 
elect to use the accrual method for excess 
profits tax purposes. (Section 455.) The 
election may be exercised in its tax return 
for any year and, once made, it is irrev- 
ocable. The income from installment sales 
for all past and future excess profits tax 
years must be placed on the accrual basis. 
Prior years may be adjusted despite the 
statute of limitations. If the income credit 
is used, base period years must also be adjusted 
to the accrual basis. (Section 433(b)(7).) 
There are also special provisions in regard 
to capital additions and the application of the 
invested capital method. (Section 441(h).) 


(d) Long-Term Contract Tax payers.—Cor- 
porations which report income from long- 
term contracts for income tax purposes may 
elect to compute this income under the 
percentage-of-completion method for excess 
profits tax purposes under the same terms 
and conditions as set forth for install- 
ment basis taxpayers. (Sections 433(b)(7), 
455(f).) 

(e) Abnormal Income.—Corporations which 
receive during the taxable year certain in- 
come which is abnormal either in character 
or amount and which is attributable to other 
years may exclude such abnormal income 


from their current excess profits net income. 
(Section 456.) 


Excess Profits Credit 


There are two basic alternatives in the 
determination of the excess profits credit: 
(a) the average earnings or income method 
(Section 435) or .(b) the invested capital 
method, computed by either (a) the asset 
or net worth method (Section 437) or (b) 
the historical method (Section 458). 


Domestic corporations may use whichever 
method results in the lesser tax. (Section 
434(a).) Foreign corporations must use the 
invested capital method unless they meet 
the requirements specified in Section 434(b). 
Special alternatives are provided for regu- 
lated public utilities and railroad lessor-lessee 
corporations. (Sections 434(c), 434(d).) 
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The basic option to use either income or 
invested capital credit is not as simple as 
it may sound. There are more than a dozen 
different alternative computations which 
should be made before the best credit can 
be determined. Some elections apply to 
both credit alternatives (there are really 


three alternatives since invested capital can 


be computed two different ways), and these 
will be discussed before the separate analysis 
of the credit methods. 


(a) Minimum Credit—The law provides a 
minimum annual credit (including the un- 
used credit) of $25,000 per corporation. 
(Section 431.) The advantages of a multi- 
corporate organization are obvious, but let 
us not forget that the Commissioner is well 
armed with Section 45 and Section 129 and 
that an ingenious judiciary is always alert 
to circumvent ill-advised tax schemes. 


(b) Advertising and Good-Will Expendi- 
tures——Corporations may elect, for excess 
profits tax purposes, to capitalize base period 
advertising and good-will promotion ex- 
penses which may be considered capital in- 
vestments under regulations to be issued 
by the Commissioner of Internal Revenue. 
(Section 451.) The election is available to 
taxpayers. using any excess profits credit 
method, and the election must be made with- 
in six months after the due date of the 
taxpayer’s return for its first excess profits 
tax year. 


If the election is exercised, the base period 
deductions are disallowed for income tax 
purposes, and additional tax will be due in 
that amount for the current year, notwith- 
standing any statute of limitations. (Section 
451(b).) All capital advertising and good- 
will expenditures after the base period will 
have to be capitalized for both income and 
excess profits tax purposes after the election 
is made. (Section 23(a)(1)(C).) 


The taxpayer may benefit from this elec- 
tion in that the base period net income 
would be increased under the income method 
and equity capital would be enlarged under 
the invested capital method. However, care- 
ful computations'should be made before this 
election is exercised. 


(c) Adjustment for Inconsistent Position — 
Both the taxpayer and the Commissioner 
have the right to elect to consider an item 
or a transaction differently for excess profits 
tax purposes than it had previously been 
treated in a prior tax year for income or 
earlier excess profits tax purposes. (Sec- 
tion 452.) When such an inconsistent posi- 
tion is assumed, it must appear that the 
prior position was incorrect and the current 
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view is proper under the facts and the appli- 
cable law. The current year’s excess profits 
tax is adjusted for any income or excess 
profits taxes due for prior years because 
of the correction of the error, notwith- 
standing the application of any statute of 
limitations. Capital expenditures, basis, depre- 
ciation, bad debts and year of losses are 
the types of items that might give rise to 
inconsistent positions. This section is in- 
deed a two-edged sword, and all the facts 
should be carefully considered before the 
election is made. 


Average Earnings Credit 


A corporation has many alternatives in 
the computation of its excess profits credit 
under this method. Before making a choice 
of averaging methods, the taxpayer must 
first adjust the normal tax net income for 
each of the base period years in a manner 
somewhat similar to that used in the con- 
version of normal tax income into excess 
profits net income for the current excess 
profits tax year. As was the case with 
excess profits net income, most of the 
adjustments are mandatory and only a few 
involve a choice by the taxpayer. 


(a) Installment Sales—If the taxpayer 
elected to accrue the income from install- 
ment sales for excess profits tax purposes, 
the income during the base period must be 
similarly adjusted. (Section 433(b)(7).) 

(b) Long-Term Contracts —If the taxpayer 
elected to report its income from long-term 
contracts on the percentage-of-completion 
basis, the income during the base period must 
be similarly adjusted. (Section 433(b)(8).) 

(c) Abnormal Deductions—A corporation 
may increase its base period income by the 
elimination of certain abnormal deductions 
in whole or in part. (Sections 433(b)(9), 
433(b)(10).) 

The taxpayer has a choice of a variety 
of methods of computing the average base 
period net income after the normal tax net 
income for each of the base period years has 
been properly adjusted. 


All Corporations 


(a) Minimum credit of $25,000 (including 
the unused credit). 

(b) General Average.—Total of (1) eighty- 
five per cent of the average income of the 
best thirty-six out of the forty-eight base 
period months (1946-1949) effected by (A) 
elimination of any twelve consecutive months 
or (B) elimination of any twelve months 
(not consecutive but which leave a base pe- 


287 





riod of thirty-six consecutive months) plus 
(2) twelve per cent of the base period capital 
addition plus (3) twelve per cent of the 
net capital additions during the taxable year 
or minus twelve per cent of the net capital 
reductions. 


Corporations Which Began Business Prior 
to Beginning of Base Period (1946) 


(a) Growth Corporations—Such corpora- 
tions must have less than $20,000,000 in assets 
and a specified increase in payroll or receipts 
during the latter half of the base period or 
meet special new product tests. (Section 
435(e).) Growth corporations can use (1) 
eighty-five per cent of the last base year’s 
income; (2) eighty-five per cent of the aver- 
age of the income of the last two base years; 
(3) eighty-five per cent of the weighted 
income for the twelve months ended June 
30, 1950; or (4) if qualified under the new 
product and other tests, eighty-five per cent 
of the sum of the income for the last six 
months of 1948 and the weighted income 
for the last six months of 1950. Twelve 
per cent of the net capital additions during 
the taxable year is to be added to this figure 
or twelve per cent of the net capital reduc- 
tions is to be deducted. 


(b) Qualified Corporations with Production 
Interrupted or Income Depressed During Base 
Period Because of Unusual Events or Tempo- 
rary Economic Circumstances (Section 442).— 
(1) Eighty-five per cent of the income result- 
ing from the application of the industry rate 
of return to the corporations’ total assets, 
adjusted for one year’s interest, plus (2) 
under certain circumstances, twelve per cent 
of the base period capital addition, plus (3) 
twelve per cent of the net capital additions 
during the taxable year or minus twelve 
per cent of the net capital reductions. 


(c) Qualified Corporations Which Made a 
Substantial Change in Products or Services 
During 1947-1949 (Section 443) —(1) Eighty- 
five per cent of the income resulting from 
the application of the industry rate of return 
to the corporations’ total assets, adjusted 
for one year’s interest, plus (2) under cer- 
tain circumstances, twelve per cent of the 
net capital additions during the taxable year 
or minus twelve per cent of the net capital 
reductions. 


(d) Qualified Corporations Which Increased 
Productive Capacity During 1947-1949 (Sec- 
tion 444) —(1) Eighty-five per cent of the in- 
come resulting from the application of the 
industry rate of return to the corporations’ 
total assets, adjusted for one year’s interest, 
plus (2) twelve per cent of the net capital 
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additions during the taxable year or minus 
twelve per cent of the net capital reductions. 


(e) Qualified Corporations Which Were 
Members of Depressed Industry Subgroup 
During Base Period (Section 446).—(1) 
Eighty-five per cent of the income which 
would have been earned on the average 
total assets during the base period if they 
had realized eighty per cent of the industry 
rate of return for the period from 1938 to 
1948, adjusted for one year’s interest, plus 
(2) twelve per cent of the net capital addi- 
tions during the taxable year or minus 
twelve per cent of the net capital reductions. 


New Corporations 


Any corporation starting business after 
the first day of its base period is deemed 
to be a new corporation, unless at any time 
on or after December 1, 1950, and before the 
end of its third taxable year it acquires 
assets of another corporation under specified 
circumstances. (Section 445.) New cor- 
porations may use one of the following 
computations: 


(a) Average income credit. 
(b) Invested capital credit. 


(c) For its first three excess profits tax 
years, the sum of (1) eighty-five per cent of 
the industry rate of return applied to the 
total assets on the last day of the last pre- 
excess profits tax year, reduced by ‘one 
year’s interest, plus (2) eighty-five per cent 
of the industry rate applied to the net capital 
additions during the taxable year or minus 
such rate applied to the net capital reductions. 


(d) For excess profits tax years subse- 
quent to the third year, the sum of (1) 
eighty-five per cent of the industry rate of 
return applied to the total assets on the last 
day of the last pre-excess profits tax year 
or as of the last day of the third taxable 
year, whichever is later, reduced by one 
year’s interest, plus (2) twelve:per cent of 
the net capital additions during the taxable 
year or minus twelve per cent of the net 
capital reductions specially computed under 
Section 445(e) (2). 


Method of Election 


The options set forth for corporations 
which began business prior to the beginning 
of the base period and for new corporations 
may be elected by the filing of a special 
application setting forth the basis for the 
application together with the alternative tax 
computation. This must be submitted at 
one of the following times: 


(a) With the tax return. 
(e)(A).) 


(Section 447 
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(b) Within the period allowed for claim- 
ing a refund or credit. (Section 447(e)(B).) 

(c). When the Commissioner assesses a 
timely deficiency, but the recovery is limited 
to the amount of the deficiency if the time 
for refund has expired. (Section 447(e)(C).) 

(d) On or before the date of the filing 
of a Tax Court petition. 


Special Provisions for Reorganizations, 
Liquidations and Tax-Free Exchanges 


Part II of the Excess Profits Tax Act of 
1950 provides special alternative methods 
for computing the average base period net 
income of a corporation which has received 
property in a nontaxable exchange or reor- 
ganization, where the property had a base pe- 
riod income experience prior to the transfer. 


Invested Capital Credit: 
Asset Method 


(a) As their credit, all corporations have the 
option of using twelve per cent of the first 
$5,000,000, ten per cent of the next $5,000,000 
and eight per cent of the balance of their in- 
vested capital computed by the asset method. 
The invested capital, in the asset method, 
consists of the sum of (Section 437(b)(2)): 
(1) equity capital at the beginning of the 
year; (2) capital addition for the taxable 
year; (3) seventy-five per cent of the ‘aver- 
age borrowed capital for the taxable year; 
(4) the “recent loss adjustment”; and (5) 
in special cases, the “new capital credit.” 


(b) Dividend Distributions —The taxpayer 
has a free choice as to when a dividend 
should be paid. The law provides that any 
distribution of the preceding year’s earnings 
and profits during the first sixty days of a 
taxable year will be deemed to be made as 
of the last day of the preceding taxable year. 
This rule does not apply to distributions 
made in the first excess profits tax year. 
(Section 441(e).) Since a dividend reduces 
net worth and, therefore, invested capital, 
dividends should not, if possible, be paid 
within the first sixty days of a taxable year. 


(c) Borrowed Capital—To the extent that 
corporations can, in good faith, use bor- 
rowed capital, it would seem advantageous 
to do so, since the exercise of this option 
will increase the invested capital credit. 


(d) Special Provisions for Reorganizations, 
Liquidations and Tax-Free Exchanges.—Part 
III of the Excess Profits Tax Act of 1950 
provides special alternative methods for 
computing the invested capital of corpora- 
tions involved in tax-free exchanges. 
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Invested Capital Credit: 
Historical Method 


(a) All corporations have the option of 
using twelve per cent to eight per cent of their 
invested capital computed by the historical - 
method as their credit. The invested capital, 
in the historical method, consists of the sum 
of (Section 458): (1) money or property 
paid in as of the beginning of the year; (2) 
accumulated earnings and profits as of the 
beginning of the year; (3) seventy-five per 
cent of average borrowed capital for the 
taxable year; (4) daily average addition or 
reduction to capital for the taxable year. 


(b) Dividend Distributions —The same con- 
siderations as to dividends, discussed above 
under the asset method of computing in- 
vested capital, apply to the historical method, 
inasmuch as dividend distributions affect 
accumulated earnings and profits. 


(c) Borrowed Capital—The same consid- 


erations apply as were discussed under the 
asset method. 


Consolidations 


All corporations that file consolidated in- 
come tax returns must file consolidated ex- 
cess profits tax returns and vice versa, since, 
technically, one return covers both taxes. 
(Section 141.) The filing of a consolidated 
return involves many elections, waivers and 
obligations which should be carefully studied 
before any decision is made. 


More Time Needed 


No attempt has been made to provide a 
detailed study of the subject. This is es- 
pecially true of the relief sections which 
can, and undoubtedly will, be the subject of 
many long and learned treatises. It should 
be evident, however, that the practitioner 
cannot hope quickly to make vital excess 
profits tax decisions involving the choice of 
many complex options in a vacuum of statutory 
words while sitting in an ivory tower. The 
conscientious tax adviser must have the time 
to sit down and study his client’s affairs and 
make exhaustive time-consuming computa- 
tions of all the alternatives which the law 
permits. Under the circunistances, it would 
seem that the Congress and the Treasury 
Department should make every effort to af- 
ford the taxpayer all possible time op- 
portunities. [The End] 
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Should Your Client “Cooperate” 
When Charged with Tax Fraud? 


FACED BY A FRAUD CHARGE, A TAXPAYER AND HIS 
COUNSEL ARE WELL ADVISED TO CONSIDER ALL THE 
ALTERNATIVE COURSES OF ACTION OPEN TO THEM 


6 erne fifty-five million American citizens 
who annually file federal income tax 
returns in large measure are put on their 
honor as to the truthfulness of these returns. 
Self-assessment, with the substantial ex- 
ception of those who are under the with- 
holding statutes, is the basic principle of 
the federal income tax laws. 


The Treasury Department, however, has 
available a set of severe penalties to impose 
on those taxpayers who violate this faith 
placed in them. While there are civil pen- 
alties which may be imposed for negligence 
and intentional disregard of rules and regu- 
lations, for failure to file a return, for filing 
a return too late, for filing false statements 
in connection with an offer to compromise 
a ‘tax liability and for numerous other de- 
flections which need not be mentioned here, 
the penalties which are most often applied 
and are the severest are those in connection 
with the filing of a false and fraudulent in- 
come tax return. 


The weapons available to the Treasury 
Department to combat fraud in income tax 
returns are twofold: (a) the civil penalty is 
an addition to the basic tax liability of fifty 
per cent of the entire deficiency in tax; 
and (b) the criminal penalty is a felony 
charge involving a $10,000 fine and impris- 
onment for five years or both. The two 
penalties are cumulative and are not mutu- 
ally exclusive. Neither a conviction nor 
an acquittal on a criminal charge will bar 
the imposition of the civil fraud penalty. 


Needless to say, these penalties are ex- 
tremely severe whenever applied. Although 
actually they are imposed in a relatively 
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small number of cases compared to the 
total number of returns filed, their very ex- 
istence and the publicity attendant on the 
imposition of the criminal penalty have no 
doubt acted as a deterrent. The ferreting 
out of fraud, however, is nonetheless an 
important business; nearly a quarter of a 
billion dollars was brought into the Treas- 
ury in 1948 as a result of penalties and de- 
ficiency assessments, 582 criminal cases 
were reviewed by the Department of Justice 
in 1949 and over a million dollars in fines 
were levied in sentences meted out in crim- 
inal cases. 


Processing of Tax Fraud Case 


How Tax Fraud Case Comes to Light 
—The extent of the effectiveness of tax- 
fraud enforcement by the Bureau of In- 
ternal Revenue is limited only by manpower. 
Generally speaking, given an adequate staff 
of competent investigators, the discovery 
and punishing of tax evasion are merely a 
matter of time and industry. 


Naturally, the Bureau does not disclose 
all its cards in playing its enforcement ° 
hand. Statistics do not in themselves 
reveal the know-how of the business of 
ferreting out tax evasion. It is not too 
difficult, however, to indicate fundamentals: 


(1) Although it has been estimated that 
only one out of twenty-eight returns show- 
ing an income of $5,000 or more is actually 
checked, one may never know where the 
lightning will strike. If the deputy collec- 
tor or internal revenue agent finds some- 
thing in a return which raises a suspicion 
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of evasion, the taxpayer may find himself 
the subject of a special investigation. In 
addition, a routine check of one return may 
reveal transactions with other taxpayers 
who, in turn, become the subject of fur- 
ther investigation. 


(2) Newspaper reports, court proceed- 
ings, legal filings, etc., are checked with 
varying degrees of systemization and often 
develop excellent tax-fraud leads, particu- 
larly as collateral follow-ups for a taxpayer 
already under some degree of suspicion. It 
is not uncommon for a treasury agent en- 
tirely on his own initiative to make the ten- 
tative investigation which eventually may 
become a successful tax-fraud case on a 
hunch brought about by reading some sus- 
picion-evoking newspaper account. 


(3) Although it is sometimes denied, the 
fact remains that the files and records of 
taxpayers involved in investigations and 
difficulties with other government bureaus 
and agencies become the object of specific 
check and investigation by the federal tax 
authorities. For example, many tax-fraud 
cases, civil and criminal, found their gene- 
sis in the files and records of the Office of 
Price Administration. 


(4) The Treasury Department receives 
thousands of leads annually (it has been 
estimated at 40,000) pointing the finger at 
potential objects of fraud investigations. 
These leads come from disgruntled, venge- 
ful or envious present or ex-employees, 
business associates, sweethearts, nurses and: 
neighbors, to cite a few typical classifica- 
tions. These leads, usually anonymous, are 
thoroughly checked (adequate manpower 


permitting) and often lead to a substantial 
fraud case. 


(5) The Commissioner of Internal Rev- 
enue, with the approval of the Secretary of 
the Treasury, is authorized to pay rewards 
of up to ten per cent of the amount of the 
taxes, penalties, fines and forfeitures which 
are paid to the United States, through suit 
or otherwise, as a result of an informer’s 
efforts. Over the years this use of rewards 
as an aid in tax-fraud enforcement has 
proved its effectiveness. 


Investigation and Review Process—Since 
a tremendous number of supposed or po- 
tential tax-fraud situations are brought 
to the attention of treasury agents annu- 
ally, a “screening” procedure necessarily 
must be provided to investigate thoroughly 
the facts in each case, to evaluate the de- 
gree of fraud, if any, which may be present 
and to determine what final disposition 
shall, first, be recommended and, second, 
be effectuated. 


Two government departments are in- 
volved—the Treasury Department and the 
Department of Justice. Their areas are well 
established, namely: (1) the Bureau of In- 
ternal Revenue of the Treasury Department 
handles a tax controversy in all of its in- 
vestigatory and administrative phases, in- 
cluding the trial of a civil case in the Tax 
Court of the United States, while (2) the 
Department of Justice, through the tax 
division of the Attorney General’s office, 
assumes responsibility for the handling of 
tax litigation, both civil and criminal, in the 
federal courts other than the Tax Court. 
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Mr. Balter, who has specialized in 
federal taxation since 1928, is the 
author of a new book, Fraud Under 
Federal Tax Law, published this month 
by Commerce Clearing House, Inc. 


A close and friendly cooperation between 
the two departments in this area is tradi- 
tional and has existed for many years. 


It will be seen that criminal prosecu- 
tion is not decided upon finally until a 
seemingly endless series of examinations, 
siftings and reviews involving both the 
Bureau of Internal Revenue and the De- 
partment of Justice take place. This makes 
for inordinate delay which may be detri- 
mental to the taxpayer as well as to the 
government. This careful screening process, 
however, does guarantee one thing—no tax- 
payer will be proceeded against criminally 
because of the whim, caprice, recklessness 
or vengeance of any one agent or official 
but only after the most careful weighing of 
his case in every light by a virtual phalanx 
of men trained to be fair to the government 
and to the taxpayer as well. 


The first treasury agent who comes in 
contact with the taxpayer whose return is 
the subject of inquiry as to the possibility 
of fraud may very well be a deputy collector 
or internal revenue agent. This may be the 
result of a routine examination or of some 
circumstance which makes the return sus- 
pect. In some of the larger cities, specially 
trained personnel, both in the office of the 
collector and the internal revenue agent 
in charge, have been assigned to a “fraud 
squad” or “fraud section.” If the deputy 
collector or the internal revenue agent 
suspects fraud after a preliminary examina- 
tion, he will ask that a special agent of the 
intelligence unit of the Bureau of Internal 
Revenue take over the case. As of 1948, 
there were approximately 1,100 agents of 
the intelligence unit located in Washington 
as well as in the regional offices throughout 
the country. 

From the time when the special agent is 
called into the case, the investigation be- 
comes a joint enterprise, since either the 
deputy collector or the internal revenue 
agent who initiated the investigation stays 
on, or if the intelligence unit initiated the 
investigation, a deputy collector or internal 
revenue agent will be called on for technical 
assistance. The primary function of the 
deputy collector or internal revenue agent 
is to determine the true tax liability; the 
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primary function of the special agent is to 
evaluate the factor of fraud. 


If the special agent determines that 
there is a tax liability and that there is 
fraud, he recommends that criminal prose- 
cution take place. His report is reviewed by 
the special agent in charge at the particular 
regional office, and if prosecution is recom- 
mended, the recommendation in turn is re- 
viewed by the regional counsel of the penal 
division of the Bureau of Internal Revenue, 
which office is decentralized in various parts 
of the country, and then, in turn, by the 
head of the penal division of the Bureau 
of Internal Revenue and the cya! counsel 
of the Bureau of Internal Revenue. 

While the practice is not uniform, usually 
the regional counsel of the Bureau of In- 
ternal Revenue will afford the taxpayer a 
full opportunity to present explanations or 
possible defensive matter to convince the 
regional counsel that no criminal charges 
should be brought. 


If the general counsel of the Bureau of 
Internal Revenue concurs in the recom- 
mendation that criminal charges be brought, 
the entire file is sent to the criminal ‘section 
of the tax division in the Department of 
Justice. The file is assigned to an attorney 
in the criminal section whose duty it is, 
independently and objectively, to determine 
whether, if criminal charges are brought, it 
is likely that the government will prevail 
in the event of a trial. 


Present practice provides that where no 
counsel appears to have represented the 
taxpayer in the proceedings to that point, 
the criminal section will notify the taxpayer 
that prosecution is contemplated and afford 
him an opportunity for a conference. 


It should be pointed out that the review 
by both the regional counsel’s office of the 
penal division and the criminal section of 
the tax division of the Justice Department 
are thorough and intensive and prosecution 
will not be recommended by the criminal 
section unless there is agreement that prose- 
cution should be successful. Conferences 
are afforded the taxpayer and his _repre- 
sentative at practically every stage of re- 
view if requested. 

If the head of the criminal. section of 
the tax division of the Department of Jus- 
tice concurs that prosecution ought to take 
place, the file is sent to the appropriate 
United States attorney either for the filing 
of an information, if a misdemeanor is 
involved, or for presentation to a grand 
jury, if a felony is involved. In some dis- 
tricts, the United States attorney will ad- 
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vise the taxpayer that criminal charges are 
imminent and will afford him an opportu- 
nity for a conference, although as a prac- 
tical matter, unless something very vital of 
a strong defensive nature is presented by 
the taxpayer for the first time, prosecution 
will follow. 


Factors Which Determine Penalties— 
The final decision as to whether a case 
under investigation for fraud shall be closed 
as a civil case, with or without penalties 
added, or whether criminal charges should 
also be brought depends upon three crucial 
factors. 


(1) Neither the civil-fraud penalties nor 
tax-evasion charges can be sustained unless 
the government is able to establish that 
there is, in fact, tax due over and above 
that shown by the taxpayer in his return. 
A deficiency may, of course, arise either 
from understatement of income or over- 
statement of deductions, but the usual case 
will involve an understatement of income. 
The government must therefore be able to 
establish that there has been unreported 
income. Sometimes this is impossible to 
do, but usually resort is had to the follow- 
ing to establish added income: 


(a) The taxpayer’s own books and rec- 
ords when they have been made available; 


(b) The books and records of others with 
whom the taxpayer has had business trans- 
actions; 

(c) Bank deposit records after adjust- 


ments for nonincome items have been 
made; 


(d) Proof of increase in net worth, dur- 
ing the taxable period in question, based 
on known assets at the start of the tax 
period and the increase in the assets by the 
end of the period, leading to the inferential 
conclusion that where the taxpayer has 
been engaged in an income-producing busi- 
ness, the increase in net worth has been 
the result of income; 


(e) Proof of expenditures, purchases and 
investments during the tax year in question, 
likewise leading to the inference that the 
expenditures were made out of income; 

(f) Proof of profit or income based on a 
reasonable or customary markup over the 
cost of merchandise or inventory if the tax- 
payer is engaged in a retail or manufactur- 
ing business. 


(2) Mere incorrectness in the return 
would not be proof establishing fraud. The 
proof must negative errors because of mis- 
take, negligence, or honest belief that under 
the law as the taxpayer understood it vari- 
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ous items of income need not be shown in’ 
his return, etc. Each case must turn on its 
own facts. The decisions are myriad as to 
whether a set of facts presented an issue of 
fraud. é 


For our purposes, the terms “fraud” and 
“évasion” are synonymous concepts and, 
indeed, are often used interchangeably. 
The terms connote an integration of three 
factors, namely: (a) the end to be achieved 
—the payment of less tax than that known 
by the taxpayer to be legally due; (b) an 
accompanying state of mind which is vari- 
ously described as being “evil,” “in bad 
faith,” “deliberate and not accidental,” or 
“willful”’—the exact term used is not too 
important; and (c) a course of action which 
is “unlawful.” This course of action would 
constitute acts or conduct tinged with the 
element of deceit, misrepresentation, trick, 
device, concealment and dishonesty. Such a 
course of conduct would supply the neces- 
sary evil frame of mind variously called 
“intent to evade tax,” “bad faith,” “willful- 
ness,” etc., and which would, of course, 
negative “good faith,” “honest error,” etc. 

To a greater or lesser extent, nearly 
everyone is guilty of practicing some form 
of tax evasion whether they call it “fraud” 
or not. Failing to report interest on bank 
deposits, padding business-entertainment 
expenses, exaggerating contributions to 
charity and adding fictitious dependents are 
examples of tax evasion unfortunately prac- 
ticed on a wide scale by rich and poor alike. 
However, these minor defections, although 
in a legal sense constituting tax “fraud,” as 
a practical matter cannot be reached ad- 
ministratively in all cases. 

We are not discussing, at this point, the 
innumerable devices designed for “avoidance” 
of taxes usually resorted to by upper- 
bracket taxpayers where no element of de- 
ceipt, misrepresentation, fraud or illegality 
is present. 

The means of “evasion,” in the usually 
accepted meaning of willfully paying less 
tax than that known to be legally due, used 
to circumvent income taxes are as ingenious 
and limitless as the imagination of the par- 
ticular wrongdoer permits. There are, of 
course, the usual patterns: keeping a double 
set of books, concealing bank accounts 
(usually in assumed names), counterfeit in- 
voices, false entries, fictitious transactions 
in the names of dummies or figureheads, 
nonrecordation of sales, personal expenses 
deducted as business expenses, bonus kick- 
backs and conducting business transactions 
in cash so as to avoid taxpayers’ or banks’ 
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revealing bookkeeping records. Usually 
these means of tax evasion constitute either 
understatement of receipts or overstate- 
ment of expenses. 


There are more devious and complicated 
schemes, such as: distribution of corporate 
income in the guise of unjustified and un- 
reasonable “commissions” to the principal 
shareholders; deposit in the personal bank 
account by the principal shareholder of 
checks made out to the corporation for cor- 
porate sales and failure to account for their 
receipt in either his own return or that of 
the corporation; fraudulent claim as deduc- 
tion of alleged losses from sham sales of 
shares of stock which the taxpayer later 
bought back in cash from the accommodat- 
ing purchasers; failure to report as income 
money received as bribes or “graft,” kick- 
backs, gambling profits, etc. 


(3) While “willfulness” is used in the 
criminal statute and “intent to evade tax” 
is used in the civil statute, the terms mean 
the same thing and are often used inter- 
changeably. Obviously, almost every rele- 
vant factor in the taxpayer’s conduct, 
experience and education may be considered 
on this element of “intent.” Reliance on the 
advice of others, such as _ bookkeepers, 
attorneys, accountants, tax experts, etc., is 
often raised by the taxpayer as indicating 
lack of “willfulness” or “intent.” The va- 
lidity of this defense will depend: on the 
good faith of the reliance under all the 
facts and circumstances of the particular case. 


All of these three elements must be pres- 
ent whether civil fraud penalties or crim- 
inal penalties are contemplated, but the 
crucial and deciding factor, granted that 
some proof as to all of these elements is 
available to the government, is the standard 
of burden of proof required in a criminal 
case as opposed to a civil case. 


If those charged with responsibility of 
making the decision feel that the govern- 
ment can successfully sustain the burden 
of proof “beyond a reasonable doubt” as 
to all three elements, namely, presence of a 
deficiency, presence of fraud and presence 
of “willfulness,” it is very likely that crimi- 
nal charges will be pressed. 

On the other hand, if it is felt that the 
elements are present but it may be difficult 
to sustain a burden of proof “beyond a reason- 
able doubt” as to any one of these three ele- 
ments, the eventual decision will probably 
be to process the case civilly, with a fraud 
penalty added, thereby closing the criminal 
phases of the investigation. This is so be- 
cause: if the taxpayer contests éither the 
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deficiency or the civil-fraud penalty, the 
Commissioner’s determination as to the amount 
of the deficiency will be presumed to 
be correct and the burden of proof to 
show it is incorrect will be on the taxpayer, 
and, even though it is true that the burden 
of proof as to the correctness of the fraud 
penalty which has been added to the defi- 
ciency is on the Commissioner rather than 
on the taxpayer, in practice if a substantial 
deficiency is shown to exist, there will gen- 
erally be enough evidence in the case to 
indicate fraud, unless the taxpayer is able 
to explain away in a reasonable manner the 
suspicious circumstances. 


Finally, if it is felt that there is serious 
doubt that any one of these three elements 
can be readily established by “clear and 
convincing” proof, it may be that the case 
will be closed civilly without even adding 
the fraud penalty. 


Voluntary Disclosures—lIt is important for 
the tax adviser to understand the basic prin- 
ciples of “voluntary disclosures.” For some 
years it has been the policy of the Bureau of 
Internal Revenue not to recommend criminal 
prosecution, regardless of the presence of a 
deficiency, of fraud and of “willfulness,” if, 
before an investigation has begun, the tax- 
payer voluntarily discloses to responsible 
Treasury representatives that he has filed a 
fraudulent return or has failed to file any re- 
turn. There is no doubt about the existence 
of the policy, although it has no basis in stat- 
ute or regulations. The trouble with the policy 
has been that the Bureau of Internal Revenue 
has refused to announce publicly in detail 
the conditions under which it will consider 
itself to be bound to find that a voluntary 
disclosure has in fact been made. It is often 
impossible for the taxpayer to know whether 
an investigation of his tax status has in fact 
been started. Even if he runs the risk of 
making inquiry from the various Treasury 
agencies, he may not be able actually to find 
out whether an investigation has begun. 
There are many refinements of this problem, 
such as: whether it can be said that an in- 
vestigation of the taxpayer’s tax status has 
begun where he is only part of a “chain” 
investigation involving his transactions with 
other taxpayers who are in fact being inves- 
tigated for tax fraud; whether a voluntary 
disclosure can be considered to have been 
made where the taxpayer has not offered to 
cooperate with the Treasury or has not 
made arrangements to pay suggested defi- 
ciencies plus penalties; whether a voluntary 
disclosure will be accepted as to tax years 
other than that actually being investigated; 
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whether a voluntary disclosure by a tax- 
payer as to fraud in his individual tax return 
will be considered to grant immunity to a 
corporation in which the taxpayer is a sub- 
stantial stockholder and where the corpo- 
ration itself has defaulted on its taxes by 
diverting part of its income to the stock- 
holder. 

The Bureau has declared that it is the sole 
judge of whether a voluntary disclosure has 
in fact been made, and the Department of 
Justice, to which a case is referred for pros- 
ecution by the Bureau when it rejects the 
taxpayer's claim that a voluntary disclosure 
has been made, will, as a matter of policy, 
hold that it will abide by the Treasury’s 
decision on that issue, since the Department 
of Justice has no voluntary-disclosure policy 
of its own. However, where the attorneys in 
the criminal section of the tax division of 
the Department of Justice in weighing the 
case are satisfed that a jury might well hold, 
in spite of the Bureau’s views to the con- 
trary, that the taxpayer had in fact made a 
voluntary disclosure before an investigation 
was started, the Department of Justice may 
refuse to recommend prosecution on the 
ground that evidence as to “willfulness” is 
substantially weakened by the taxpayer’s 
disclosure. 


Production of Books and Records 


Examination of Books and Records— 
Once the taxpayer is aware that an inves- 
tigation of his financial status has begun, 
a baffling bundle of new problems confronts 
him. What information will the treasury 
agent seek? From what sources will he 
seek this information? What records, if any, 
must the taxpayer turn over to the agent 
when he asks for them? What is the situa- 
tion where the taxpayer does business in a 
corporate form? From whom besides the 
taxpayer will the Treasury seek informa- 
tion—his bookkeeper, his accountant, his 
bank, his stockbroker, his customers? What 
enforcement weapons are placed at the agent’s 
disposal to implement his request for infor- 
mation or for books and records, either 
from the taxpayer himself or from others 
than the taxpayer? What correlative rights 
does the taxpayer have to refuse to talk and 
to refuse to make his books and records 
available for examination by the treasury 
agent? What rights, if any, do third persons 
have to refuse to comply with the agent’s 
demands in this respect? Finally, should 
the taxpayer adopt a policy of “cooperat- 
ing” with the treasury agent from the start 
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or should he, as someone has pertinently 
suggested, “make the agent comfortable; 
then stay away from him?” 


Obviously, this all-important decision of 
whether or not to “cooperate” with those 
assigned to investigate his tax status can be 
made intelligently only if the taxpayer and 
his counsel know and understand the cor- 
relative rights, obligations and powers of all 
parties concerned in the investigative proc- 
ess—the government, the taxpayer and third 
persons. 


Usually, treasury agents are concerned 
with proof of receipt of taxable income by 
the taxpayer. There are three avenues open 
for establishing this proof: 


(1) The original books and records of the . 
taxpayer, if he has them, usually corrob- 
orated by his own admission; ‘s 


(2) Secondary proof of the contents of 
the taxpayer’s own books and records where 
he refuses to make them available for gov- 
ernment examinations or where they are 
otherwise unavailable; and 


(3) Evidence, oral or written, available 
from third persons who have been employed 
by the taxpayer, have banked his funds or 
have had business transactions with him. 


The statutes give the Commissioner and 
his agents ample means for obtaining infor- 
mation from third persons as to the tax- 
payer’s income derived from transactions 
between them. If the third persons do not 
voluntarily make these records available, 
they may be subpoenaed; if the subpoenas 
are ignored, proceedings for punishment for 
contempt may follow. 


Privilege Against Self-Incrimination—If 
the taxpayer involved in the investigation 
is a corporation, its books and records 
may be subpoenaed for examination. If the 
taxpayer is an individual, he may refuse to 
turn over his books and records or to dis- 
cuss their contents with the investigating 
agents on the ground that to do so would 
incriminate him. Where the treasury agents 
are convinced that criminal charges should 
be brought and they have not been able to 
persuade the taxpayer voluntarily to turn 
over his books and records and thereby 
waive his privilege against self-incrimina- 
tion, they will attempt to prove their case 
by other methods. Where, however, they 
are more interested in establishing the tax 
deficiency and asserting fraud penalties than 
in first proceeding criminally, the Commis- 
sioner’s agents are given the power by stat- 
ute to subpoena the individual taxpayer’s 
books and records, and if the taxpayer sea- 
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The taxpayer's attorney should employ the 
accountant in order to obtain the benefit 
of the privilege rule for the accountant’s 
work papers. 


sonably and properly asserts his privilege, 
he has thereby gained immunity from crim- 
inal prosecution. 


Privileged Communications—The problem 
of privileged communications may arise almost 
from the beginning of the investigation. If 
the taxpayer employs an attorney, it is import- 
ant to remember that communications between 
the attorney and his client are privileged, and 
unless the client waives that privilege, the 
attorney may refuse to divulge the substance 
of these communications. This refusal may be 
made to the investigating agents, in reply to 
a subpoena before the grand jury or if he is 
subpoenaed as a witness at the trial, and the 
privilege will extend to any books and rec- 
ords which the taxpayer has placed in the 
attorney’s custody if, of course, the taxpayer 
himself could assert the privilege as to the 
books and records. 


It is important to remember, however, 
that it is relatively easy for the privilege to 
be waived, and the most usual mode of 
waiver would be to permit a third person, 
other than an indispensable agent such as 


a clerk or secretary, to be present at the 


time the conversations take place between 
the attorney and the client. In an important 
recent tax-fraud case arising in Los Angeles 
and ‘reviewed by the court of appeals, it was 
held that the privilege was lost as between 
the attorney and the taxpayer where at all 
conferences between the two the taxpayer’s 
accountant was also present. 


If, instead of employing an attorney,- 


the taxpayer employs an accountant at the 
start of the investigation, it is important 
to remember that there is no privilege as 
between the taxpayer and the accountant. 
Although a few states have created such a 
privilege by statute, generally speaking the 
Treasury recognizes no such privilege. This 
becomes of utmost importance, since the 
accountant who is generally employed to 
review all of the taxpayer’s books and rec- 
ords will be called upon by the Treasury to 
supply any and all information he may have 
gleaned from his examination, including his 
work records, and where, in attempting to 
accomplish an amicable settlement with the 
Treasury, the accountant has prepared truthful 
net worth statements, balance sheets and 
profit and loss statements, these admissions 
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of the taxpayer’s true situation will often 
be the very means by which the Treasury 
is able to forge its case, criminal or civil, 
against the taxpayer. The accountant can- 
not refuse to divulge his information; he 
must comply with the grand jury’s subpoena 
with respect thereto, and if subpoenaed as 
a witness at the trial of the taxpayer, he 
must recite the true facts as he knows them. 
As a matter of fact, it is often the account- 
ant who is placed in the uncomfortable and 
painful position of driving the nails in his 
client’s coffin. 


As a tactical matter, it would be best for 
the taxpayer first to employ an attorney 
rather than an accountant and then, if the 
services of an accountant are necessary, for 
the accountant to be employed by the at- 
torney and not the taxpayer. In this way, it 
is possible that the work papers of the ac- 
countant could be claimed by the attorney: 
as being his records and includable within 
the privilege of attorney and client; the 
client, of course, being the taxpayer and not 
the accountant. 


Unfortunately, the accountant from the 
beginning of the tax-fraud investigation is 


‘placed in an uncomfortable position. Even 


if some program is worked out between 
taxpayer, attorney and accountant to make 
it impossible for the Treasury to obtain the 
knowledge and information gained by the 
accountant from an examination of the books 
and records of the taxpayer, the accountant 
may well hesitate to be placed in the posi- 
tion of having treasury agents feel that he 
is not cooperating. After all, the accountant 
must “live” with the Bureau personnel and 
not be made to feel that the next time he 
consults with the Bureau’s agents he will 
not be afforded full consideration with re- 
spect to another client’s case. On the other 
hand, the attorney’s privilege is so well es- 
tablished that no such unfavorable reactions 
would flow from the attorney’s refusing to 
divulge any of the communications between 
himself and his client. 


Cooperation During Investigation—One 
of the most difficult problems which the 
tax adviser faces in a fraud situation is 
that of whether or not to cooperate with 


treasury agents. It is unfortunate for the 
taxpayer and his adviser that the decision 
as to cooperating with the investigators 
must be made—and perhaps irrevocably—at 
a stage of the investigation so early that in 
most instances neither the taxpayer nor his 
adviser has had the opportunity fully to 
appraise the entire situation and to calculate 
the eventual risks involved in adopting one 
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Refusing to cooperate is a risk sometimes 
worth assuming, states the author. 


course or the other. In a real sense, the 
adviser is called upon to telescope within 
a short span of time the taxpayer’s entire 
case with all its legal and factual ramifica- 
tions. As a minimum preparation for the 
decision he must make, the adviser should 
(a) check the facts and the law as intensely 
as the time will permit and (b) not under- 
estimate the intelligence, expertness and in- 
genuity of his opposition. 

Before we come to grips with that phase 
of the problem which concerns the alterna- 
tive courses of action which the taxpayer 
may elect to pursue, it should be helpful to 
ask: What is meant by “cooperating” with 
treasury agents? It should not mean a 
servile and obsequious compliance with every 
request made by the investigator. “Cooper- 
ation” should not negative the taxpayer’s 
intelligent regard for his own interests. It 
seems that a taxpayer who permits free ex- 
amination and audit of his books and rec- 
ords and yet refuses to sign a statement 
under oath or submit to a searching inter- 
rogation by special agents, should not be 
labeled “noncooperative” nor should a tax- 
payer who permits an examination of his 
books and records but refuses to prepare a 
net-worth statement and thus hand the in- 
vestigators a potentially lethal weapon be 
considered uncooperative. There is a point 
at which “cooperation” should cease and 
self-interest should begin. The nub of our 
discussion is that there are degrees of “co- 
operation”; it should not be considered in 
the light of “all or nothing.” 

It is impossible to state all-embracing 
rules to guide the tax adviser in this con- 
nection. However, the following observa- 
tions are pertinent and may be helpful. 

(1) As we already know, many taxpayers, 
innocent of any fraud or evasion, pass through 
the investigation wringer. Therefore, if after 
appraising all of the available facts in the 
light of the applicable law, the attorney or 
tax adviser is satisfied that, even if a defi- 
ciency may be asserted, under no reasonable 
view could there be established “fraud with 
intent to evade tax” or the correlative “will- 
fulness,” it would then be advisable to 
cooperate fully with the investigators. Ex- 
amination of books and records should be 
permitted freely, and even the submission to 
examination under oath, with counsel pres- 
ent, would not be an appreciable risk. In 


Tax Fraud 


fact, a noncooperative attitude on the part 


- of a taxpayer who is clearly innocent of 


fraud would be unwise. 


(2) At the opposite extreme to the tax- 
payer clearly innocent of any fraud stands 
the taxpayer whose case presents fraud or 
evasion beyond question and where the like- 
lihood of criminal action is real. Even here, 
two unlike situations would have to be con- 
sidered: 


Let us first consider the situation where 
the treasury agents are unable to establish 
the fraud or evasion without the taxpayer’s 
own books and records or his admissions, 
where secondary proof of the contents of 
the taxpayer’s books and records is not 
available and where proof of unreported in- 
come cannot be established by records of 
third persons, such as by bank deposits, 
transactions with others, purchases, invest- 
ments, expenditures, etc. In this kind of a 
situation, the taxpayer is afforded sufficient 
constitutional protection so that as a prac- 
tical matter he need not incriminate him- 
self. He has a right to put the Treasury 
to its proof;*he has no obligation to help 
make out its case. It is true that if he loses 
the gamble and criminal charges are brought 
against him and he is convicted, he can ex- 
pect little consideration from the court when 
the time for sentence arises. His lack of 
cooperation will be amply emphasized. But 
as a matter of strategy, his refusal to co- 
operate is a calculated risk worth assuming. 
While it is the function of neither the at- 
torney nor the tax adviser to instruct his 
client not to cooperate with the treasury 
investigators—that decision must be left for 
the client to make—there is certainly an 
obligation on the attorney’s part to advise 
that the taxpayer has a constitutional right 
to refuse to incriminate himself. 


Assume, however, that the taxpayer’s re- 


_ turn is clearly fraudulent but that the treas- 


ury agent would be able to establish the 
fraud in the return without the necessity of 
auditing the taxpayer’s own books and rec- 
ords or obtaining any statement or admis- 
sion from him, This would be the situation 
where secondary proof of the contents of 
the books and records is available, for ex- 
ample, through a bookkeeper, accountant or 
former employee, or where proof of unre- 
ported income can be established by an in- 
crease in net worth shown by bank deposits, 
statement of net worth supplied by the tax- 
payer’s accountant, etc. 

Under these circumstances, it may be ad- 
visable to “cooperate” to a limited extent. 
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Access to the taxpayer’s books and records 
could be permitted, but a statement under 
oath should be refused, and, certainly, if a 
net-worth statement is requested, it likewise 
should be refused. Since, if criminal action 
is to follow, the basis for it can be found in 
evidence other than the taxpayer’s own books 
and records, there would be no gain to the 
taxpayer in refusing to allow examination 
of his books and records, and, should he be 
charged criminally and convicted, in all 
probability the “cooperation,” even though 
to a limited extent, would stand him in as 
good stead as would complete, “all-out” co- 
operation. Yet, where the taxpayer refuses 
to submit a net-worth statement or to make 
a written statement under oath, it may be 
decided ultimately that even with the non- 
disclosures of income amply proved, the 
degree of fraudulent intent which can be 
established is not strong enough to warrant 
criminal charges, and civil fraud penalties 
may be the only sanction applied. 


(3) In the great majority of cases, at least 
at the stage where the taxpayer first must 
decide whether to cooperate with the treas- 
ury investigators, it is not crystal clear that 
the deficiency, if any, was due to “fraud 
with intent to evade tax” or that the false 
return was filed “willfully.” Factors strongly 
unfavorable to the taxpayer may, of course, 


be evident; yet, as the investigation contin- 
ues and the taxpayer’s advisers begin to dig 
into the case, strong favorable factors, per- 
haps of a legal nature, may come to light. 


It is in this area, where the proof of 
criminal evasion is unclear, that the most diffi- 
cult facet of the dilemma is presented. Ob- 
viously, no general guides can be promul- 
gated; the decision must be reached on the 
basis of the circumstances peculiar to the 
particular case, on the attitude of the tax 
counsellor vis-a-vis strategy and tactics and, 
perhaps most importantly, on the personality, 
character and emotional make-up of the 
taxpayer himself. 


Nevertheless, it should be useful to sketch 
the basic argument for and against a co- 
operative program in this type of situation. 

(a) Argument in favor of cooperating.— 
The argument in favor of cooperating with 
the investigators has been stated aptly as 
follows: 

“Full cooperation with the Treasury by 
the taxpayer and his attorney may in a close 
case tip the scales against a decision to 
prosecute. An attempt to obstruct the in- 
vestigation on the other hand, or an appear- 
ance of unwillingness to assist the agents 
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in determining the facts, will naturally tend 
to increase suspicion and encourage adverse 


‘interpretation of evidence of ambiguous 


meaning. Moreover, if an indictment is re- 
turned, the taxpayer’s behavior in this re- 
spect will probably influence a jury in 
determining the illusive issue of intent, and 
will undoubtedly have a_bearing upon the 
sentence a judge will impose in the event of 
a conviction.” 


There is no question but that the first 
effect of claiming his constitutional privi- 
leges will be to prejudice the government 
agent against the taxpayer. He may con- 
clude, perhaps rightly so, that an innocent 
person generally does not mind testifying 
and disclosing what he knows. If his guilt 
is in doubt, a full disclosure may well cause 
the government to drop all criminal charges, 
for the reason that should prosecution be 
decided on, the full disclosure and coopera- 
tion by the taxpayer may tend to weaken 
the government’s case before a jury on the 
issue of criminal intent and perhaps may 
lead to an acquittal. In any event, if the 
government prosecutes and the taxpayer is 
convicted, the taxpayer who has cooper- 
ated will have an advantage when sentence 
is imposed. 


(b) Argument against cooperating —The 
principal argument against cooperating in a 
situation where the presence of fraud is not 
crystal clear and cannot be proved convinc- 
ingly without the taxpayer’s cooperation is 
simply that by standing on his constitutional 
right, the taxpayer may avoid a criminal 
charge entirely. 


The unfavorable reaction of the investi- 
gating agent himself is not a decisive factor. 
As we have seen, even should the agent rec- 
ommend criminal prosecution because the 
taxpayer’s mute stand has tipped the scales 
against him, that recommendation would be 
reviewed most critically at several higher 
echelons on a coldly impersonal basis di- 
vorced from the unfavorable impressions of 
the taxpayer received by the agent and. in- 
cluded in his report. 


- It may well turn out that but for the very 
information supplied by the taxpayer to the 
treasury agent, either orally or as a result 
of an audit of his books and records, the 
essential elements which must be present to 
support a criminal prosecution simply would 
be lacking. In that event—and it would not 
be rare—the taxpayer would have helped 
fashion his own noose. [The End] 
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Canadian Taxes 


on Yankee Investments 


By ALBERT H. MONACELLI 


THE CONTINUING FLOW OF MONEY NORTH OF THE BORDER 
MAKES PARTICULARLY TIMELY THIS STUDY BY A MEMBER OF THE 
NEW YORK LAW FIRM OF DUNNINGTON, BARTHOLOW & MILLER 


HE FLOW of private investment 

money from the United States to Canada 
is steadily increasing. While a large part 
of it continues to find its way into stocks 
and bonds, there is a growing participation 
in the Canadian oil boom on a more direct 
ownership basis—the acquisition of interests 
in oil and gas leases and in exploring rights. 


Tax advisers are being called upon with 
increasing frequency to explain how such 
investments are affected by Canadian suc- 
cession duties and income taxes. This article 
summarizes the principles of both taxes in- 
sofar as they apply to United States citizens 
domiciled in the United States and having 
investments in Canadian enterprises. 


There are two tax treaties or conventions 
in effect between Canada and the United 
States. One applies to income taxes’ and 
the other to estate taxes and succession 
duties? A supplement*® to each treaty was 
signed by the two countries on June 12, 1950. 
Each is pending consideration in the United 
States Senate and seems quite certain of 
ratification. 


The treaties apply only to the taxes im- 
posed by the two national governments. 
They do not concérn either the Canadian 
provinces or our states. Thus, if an asset 
of a United States citizen is subject to a 
provincial succession duty, there is no treaty 
elimination of double taxation. 


1Treaty and Regulations appear as T. D. 
5206, 1943 CB 526. 

2 Treaty and Regulations appear as T. D. 
5455, 1945 CB 381; see also Mim. 5872, 1945 CB 
396, Mim. 6117, 1947-1 CB 150. 

’The supplemental income tax treaty ap- 
pears at 1950 CCH Standard Federal Tax Re- 


Canadian Taxes 


Dominion Succession Duties 


In general, the purposes of the estate, tax 
treaty are three: (a) to determine when 
property of a resident of one country has a 
taxable situs in the other; (b) to require 
a decedent’s country to allow a credit for 
such foreign tax so as to avoid double taxa- 
tion of the same property; (c) to provide 
for an exchange of information between the 
countries in order to cut down on tax eva- 
sion. In addition, the treaty requires that 
each country, in fixing the tax bracket ap- 
plicable to the property of a resident of the 
other, take into account only such assets as 
are situate (or deemed to be situate) within 
its own borders. Finally, it requires the for- 
eign country to allow the nonresident.a pro- 
rated part of the exemption it accords its 
own residents.‘ 


Situs.—Under the current treaty, the ques- 
tion of situs is determined in accordance 
with the laws of the taxing country except in 
the case of corporate stock. Stock is deemed 
situate and taxable in the country under 
whose laws the corporation was organized. 
The supplemental treaty will prescribe situs 
rules for practically all types of property. 
Even though the supplemental treaty seems 
fairly certain of ratification, it is necessary 
to discuss the current situs rules for two 
reasons: (1) they will apply to those who 
die prior to the ratification of the supple- 


ports 6143. The supplemental estate tax 
treaty appears at CCH Federal Estate and Gift 
Tax Reports {7 4025. 

*See also Dominion Succession Duty Act, 
Section 7(2). 





mental treaty and (2) they will continue to 
apply to the provinces except with respect 
to corporate stock. 


Shares of Stock—Current Treatment—By 
virtue of the treaty, the Dominion will tax 
all shares in Canadian corporations no 
matter where the stock certificates are lo- 
cated at the date of death. 


Under Supplemental Treaty—No change. 


Bonds (Specialty Debts)—Current Treat- 
ment.—Specialty debts include all debts 
under seal, such as bonds (whether regis- 
tered. or bearer), debentures, mortgages,° 
etc. They are not taxed by Canada if the 
instrument is in the United States.® 


Under Supplemental Treaty—They are 
taxed if issued by a Canadian corporation re- 
gardless of their location. Included in this cate- 
gory is debenture stock. It makes no 
difference whether they are registered or 
bearer. See, however, “Government Securi- 
ties,” below, as to bearer government bonds. 


Bearer Securities—Current Treatment.— 
Not taxable by Canada if they are in the 
United States." 


Under Supplemental Treaty.—If issued by a 
corporation other than a governmental 
body, they are taxed by Canada, if the 
issuing corporation is Canadian, regardless 
of the location of the security. 


Government Securities—Current Treat- 
ment.—Since these are always under seal, 
they are not taxable by Canada if kept in 
the United States.* 


Under Supplemental Treaty.—If in bearer 
form, they are not taxed by Canada if the 
security is in the United States. If in 
registered form, they are taxable at the place 
of registration designated by the issuing 
authority. This paragraph applies to the 
securities of “any government, municipality 
or public authority.” 


Negotiable Instruments—Current Treat- 
ment.—Bills of exchange, promissory notes 
and other negotiable instruments are con- 
sidered simple contract debts and have a 
situs at the residence of the debtor.’ Canada 
will tax them, if the debtor resides in Canada, 
even if the instruments are in the United 


5 See ‘‘Mortgages,’’ below. 

6 Commissioner. v. Hope, 1891 A. C. 476. 

tT Attorney General v. Bouwens, 4 M. & W. 
171; Stern v. The Queen (1896), 1 Q. B. 211; 
Winans v, Attorney General, 1910 A. C. 27; 
The King v. Sanner et al., 74 S. C. 42 (Quebec, 
1936). 

8 Royal Trust Company v. Attorney General, 
1930 A. C. 144; The King v. National Trust 
Company, 1933 S. C. R. 670. 


States.” Moreover, if the instruments are 
located within Canada, it will tax them re- 
gardless of the debtor’s residence.” 


Under Supplemental Treaty—All debts 
(including bills of exchange and promissory 
notes, whether negotiable or not), secured 
or unsecured and whether under seal or not, 
are taxed at the residence of the debtor; if 
the debtor is a company, they are taxed at 
the place where the company is incorpo- 
rated. Excluded from this category are the 
debts which appear under other headings 
herein. 


Mortgages—Current Treatment—If under 
seal, they are not taxed by Canada if kept 
in the United States. However, if executed 
in duplicate and one copy is filed in a registry 
located in Canada, they are taxable there.” 
If not under seal, they are common debts 


and are taxable at the residence of the 
debtor.” 


Under Supplemental Treaty. — Whether 
under seal or not, they are taxable only at 
the residence of the mortgagor except that 
if the mortgagor is a company, they are tax- 
able where the company is incorporated. 


Bank. Accounts — Current Treatment. — 
Taxable at the location of the bank or 
branch in which kept.“ They are not tax- 
able, however, if they are represented by 
negotiable deposit receipts and the receipts 
are kept in the United States.” 


Under Supplemental Treaty—Taxable at 
the location of the bank or branch. It no 
longer makes any difference if the accounts 
are represented by negotiable deposit re- 
ceipts. 


Currency — Current Treatment— Taxable 
by Canada only if located in Canada. 


Under Supplemental Treaty.—No change. 


Insurance and Annuity Proceeds—Cur- 
rent Treatment.—By statute, the proceeds of 
a life insurance policy or annuity contract 
are exempt from the Dominion succession 
duty if the insured was domiciled outside 
Canada at his death. (Section 7 (5), 
Dominion Succession Duty Act.) The situs 


» Commissioner v. Hope, footnote 6. 

10 Sutherland v. Administrator (1934), 1 K. B. 
423. 

11 Attorney General v. Bowwens, footnote 7. 

122 Toronto General Trust Corporation v. The 
King, 1919 A. C. 679, 

13 Payne v. The King, 1902 A. C. 552. 

4 Rex v. Lovitt, 1912 A. C. 212. 

18 Manitoba v. Bennett (1937), 2 D. L. R. 1. 
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rules ** with respect to life insurance and, 


apparently, with respect to annuities are” 


these: if the policy is not under seal, its 
situs is at the head office of the issuing com- 
pany; if under seal, situs is where the policy 
is physically located; if the contract pro- 
vides that payment will be made at a par- 
ticular branch, the situs is at that branch. 


Under Supplemental Treaty—Taxable at 
the place designated in the contract for pay- 
ment of the proceeds. If no place is desig- 
nated, they are taxed by Canada if the 
paying company is Canadian. 


Real Property—Current Treatment.—Real 
property situate in Canada will be taxed by 
that country but not by the United States. 
As for Canadian oil leases, the United States 
would probably tax them as personal prop- 
erty and, of course, Canada will also tax them. 

Under Supplemental Treaty.—No change in 
result. 


Tangible Personal Property — Current 
Treatment.—Taxed by Canada if situate in 
Canada. If in transit, taxable if the place of 
destination is within Canada. 


Under Supplemental Treaty—No change. — 


Computation of Tax.—The Dominion al- 
lows specified exemptions to widows and 
children, but in the case of nonresidents, it 
limits the exemption to such proportion of 
the total exemption as the value of decedent’s 
property in Canada bears to the total value 
of all his property. Thus, if a United States 
resident died with one fifth of his property 
in Canada and four fifths in the United 
States, his estate is allowed one fifth of the 
exemption. 


The exemption to the widow is $20,000, 
and to each child under eighteen, in general, 
$5,000. (Sections 7 (1) (a), 7 (1) (b), 
Dominion Succession Duty Act.) If the 
child is under eighteen and has no surviving 
parent, he is allowed an additional exemp- 
tion of $15,000; if there is more than one 
child, the $15,000 is divided among them. 
(Section 7 (1) (c).) No exemption is provided 
for children over eighteen or for husbands. 

Two taxes are imposed—the initial duty 
and the succession duty. The initial duty is 
based upon decedent’s net estate, and the 
succession duty is based upon the property 
passing to each heir. The heirs are broken 
down into several classes and the rate of 
tax differs as to each classification. Class A 


1% Gurney v. Rawlins (1836), 2 M. & W. 87; 
New York Life Insurance Company v. Public 
Trustee (1924), 2 Ch. 101. 

This example appears in CCH Canadian 
Succession Duties Reports { 1975. 
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includes the widow and children who are either 
under eighteen or dependent on account of 
physical or mental deficiency. Class B includes 
husbands, parents, grandparents and children 
other than those in Class A. Class C in- 
cludes other lineal ancestors, brothers, sisters, 
aunts, uncles, nephews, nieces, etc. In Class 
D are all others: The rates of the succession 


duty tax are higher in Class B than in Class 
A, and so on. 


The rates are comparatively low. There is 
no initial duty if the value of the net estate 
is less than $25,000; however, if the value 
exceeds $25,000, there is no exemption of the 
first $25,000. The initial duty on a net estate 
valued at $25,000 to $27,000 is one per cent; 
on $100,000, five per cent; and on $1,000,000, 
thirteen per cent. As for the succession duty, 
ona legacy of $25,000, a Class A heir would 
pay a succession duty of five per cent and a 
Class B heir six per cent. A $100,000 legacy 
would cost a Class A heir ten per cent, 
and a Class B heir twelve per cent. A 
$200,000 legacy would entail a Class A suc- 
cession duty of sixteen per cent and a Class B 
duty of eighteen per cent. 


Let us assume that a United States citizen 
died leaving an estate which, in terms of 
Canadian dollars, has a value of $1,300,000." 
Included in the $1,300,000 are life insurance 
of $30,000 payable by a Canadian company 
to his widow and stock in Canadian com- 
panies valued at $35,000; the rest of the 
$1,300,000 is represented by assets within 
the United States. His debts are $15,000. 
(Attorney fees are not deductible.) De- 
cedent left $5,000 to a Canadian™ church, ° 
two thirds of the residue to his widow 
and the remaining one third equally among 
three children, each over eighteen years 
of age. 


The life insurance policy, having been 
taken out by a nonresident, is not taxable 
(although it may be under the supplemental 
treaty; see above). 


Initial Duty.—The property taxable by 
Canada has a value of $35,000. From that 
is deducted a prorated portion of the $15,000 
debt item, that is, that proportion of the 
$15,000 which the property taxable by 
Canada ($35,000) bears to $1,270,000 
($1,300,000 less the $30,000 insurance pro- 
ceeds which are eliminated from the gross 


1% No deduction or exemption is allowed on 
account of contributions to organizations out- 
side of Canada. (See Section 7(1)(d), Dominion 
Succession Duties Act.) : 
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TABLE I 


Church’s share 


Widow’s share 


Less a of exemption (35,000/1,300,000 x 
) 


Taxable 


Dety ot rate.of 49 per cent... oie ccc ceeets ess 


Child’s share 
Duty at rate of 3.2 per cent 
Child’s share and duty 


Child's ohare and Gety . .. «cso wie cc cess swvusicsen 


estate for this purpose by statute), or $413.39. 
This leaves a net aggregate estate for initial 
duty purposes of $34,586.61, and that amount 
determines the rate of the initial duty. From 
this is deducted so much of the widow’s 
exemption of $20,000 as the Canadian prop- 
erty ($35,000) bears to the total estate 
($1,300,000), or $538.46. The balance of 
$34,048.15 is subjected to the initial duty. 
Under the treaty provision which requires 
Canada to base its tax rate only on Canadian 
property, the rate of initial duty is 1.8 per 
cent (which would otherwise be 13.4 per 
cent) and the initial duty is $612.87. 


Succession Duty.—In order to compute 
the tax on the succession to each legatee, it 
is necessary to allocate the entire net estate 
in accordance with the distribution under 
the will. The net estate for this purpose is 
$1,255,000 ($1,300,000 less debts of $15,000 
less insurance of $30,000). The allocation is 
as follows: 


Church 

Widow, two thirds of re- 

833,333.33 
138,888.89 
138,888.89 
138,888.89 


Child, one ninth of residue. . 
Child, one ninth of residue. . 
Child, one ninth of residue. . 


$1,255,000.00 


To allocate the succession of the Canadian 
assets of $34,586.61 among the legatees, each 
legacy must be multiplied by the fraction 
34,586.61/1,255,000.00. In this manner, the 
following taxable successions are found: 


19 See Section 82.7, T. D. 5455, 1945 CB 381, 
389. 
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Legacy 
137.79 


22,965.88 


538.46 
$22,427.42 


$1,098.94 
122.49 
122.49 
122.49 


$1,466.42 


3,827.65 


3,827.65 
3,827.65 


137.79 


3,827.64 


$34,586.61 


The succession duty on each succession is 
computed in Table I. 


The Dominion succession duties would 
aggregate $2,079.29 on the foregoing basis, 
making the effective rate about six per cent. 
The $35,000 in Canadian stock would be 
taxed by the United States in this estate at 
an effective rate of about forty-two per cent. 


In general, it can be said that the Dominion 
succession duty will be fully absorbed by 
the United States tax credit, since the 
Canadian rates are lower.” 


Provincial Succession Taxes 


Only two of the provinces, Ontario and 
Quebec, impose succession taxes at the 
present time. The others have suspended 
their right to impose them for a five-year 
period which ends on April 1, 1952. 


The rates imposed by Ontario and Que- 
bec are substantially less than those of the 
Dominion. However, in fixing the tax 
bracket, the provinces take into considera- 
tion the entire estate of the decedent. Thus, 
if a United States citizen left an estate of 
$2,000,000 with only a $10,000 bond taxable 
in Ontario, Ontario would apply the rate 
applicable to $2,000,000 rather than the one 
applicable to $10,000. 
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The Dominion allows as a credit against 
its succession duty the amount of the suc- 
cession duty paid to the provinces, limited 
to fifty per cent of the Dominion tax. 
While this is a boon to Canadian residents, 
it does not always help the United States 
citizen. The United States will give him 
credit under the treaty only for taxes paid 
to the Dominion, and since the credit for 
provincial taxes reduces the amount of tax 
paid as a Dominion duty, the United States, 
in effect, does not allow a credit to the 
extent that he paid provincial taxes. 


Real estate within one of the taxing prov- 
inces, however, does benefit by such credit. 
Since the United States does not tax it 
anyway, there will be only the Dominion 
and provincial taxes, and the credit allowed 
by the Dominion is effective to reduce or elimi- 


nate what would otherwise be a double tax. © 


The province may tax only property of a 
United States citizen which, under Cana- 
dian law, is deemed to be situate within the 
province. The situs rules which determine 
whether a province has taxing jurisdiction 
are the same as those discussed above as 
applicable to the Dominion under the cur- 
rent treaty except with respect to one type 
of asset, namely, shares of corporate stock. 
Save in the case of stock, therefore, the 
question whether a province may impose a 
succession duty can be answered by refer- 
ence to the discussion of the particular asset 
above under “Current Treatment.” 


Stock.—The province may tax the stock 
of a Canadian corporation owned by a 
United States citizen (1) if the stock cer- 
tificate is kept within the province or (2) if 
title to such stock cannot be transferred 
(as between the transferee and the corpo- 
ration) in the United States but is so trans- 
ferable only within the taxing province. 
Thus, if the stock is not bearer stock and 
the only registry office in which title can 
be transferred is within Ontario or Quebec, 
such province may tax. On the other hand, 
if there is a branch registry in-the United 
States, the Canadian courts hold that the 
stock can be effectively dealt in outside the 
province, and it is unreasonable to assume 
that the United States executor would leave 
the United States, transfer the stock in a 
foreign country and accept Canadian dollars 
when he could stay in his own country and 
sell for United States dollars” — 


Computation of Tax.—Ontario and Quebec 
also impose both an initial duty and a suc- 


cession duty which, in general, operate like 
the Dominion tax. 


2 Ontario v. Aberdein (1946), 4 D. L. R. 785. 
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Ontario does not impose an initial duty 
on an estate going to lineal ancestors or 
descendants or to a husband or wife if the 
total estate does not exceed $50,000. Que- 
bec limits the amount to $10,000. Beyond 
those amounts, the Ontario initial rate is 
2% per cent and the Quebec rate is one 
per cent. The succession duty, in the case 
of the most intimate category of heirs men- 
tioned above, is not imposed by Ontario on 
a distribution of less than $50,000 or by 
Quebec on one of less than $10,000. The 
Ontario succession duty rates start at 1% 
per cent and the Quebec rates at one per 
cent. Ontario then adds a surtax of fifteen 
per cent of the tax computed. 


The rates are substantially less than those 
of the Dominion. As indicated above, how- 
ever, the province bases its tax rate on all 
of decedent’s property wherever situated. 


The simple fact about the provincial suc- 
cession duty is that by exercising a measure 
of selectiveness in his investments, the non- 
resident need not expose himself to such 
tax. The province is very restricted in what 
it may tax. In general, it may tax only 
these items (unless, of course, the United 
States citizen keeps his stock, bonds, notes, 
etc., physically within the province): (1) 
real estate and tangible personal property 
(including currency) located within the 
province; (2) deposits in banks located 
within the province unless represented by 
a negotiable deposit receipt which is kept 
in the United States; (3) common debts 
(but not instruments under seal), including 
negotiable instruments, owed by residents 
of the province; and (4) such shares of 
stock in Canadian corporations which are 
not transferable in the United States. 


Dominion Income Taxes 


The type of income contemplated in this 
article is generally referred to as fixed or 
determinable periodical income — interest, 
dividends, rents, royalties—as well as capi- 
tal gains. 


We are not concerned, therefore, with the 
carrying on of business activities in Canada 
either in a corporate form or otherwise. 
In this connection it may be observed par- 
enthetically that, as a general proposition, 
there is a tendency, when United States 
corporations and individuals extend their 
operations into Canada, to form a Canadian 
corporation without fully ‘considering the 
tax advantages of organizing a domestic 
corporation that would qualify as a West- 
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ern Hemisphere Trade Corporation. 


(See 
Section 109, Internal Revenue Code.) 


Canada does not tax the gain resulting 
from the sale of a bona-fide capital asset. 
Such a gain realized in Canada by a United 
States citizen is, of course, subject to the 
United States income tax.” 


The Dominion’s Income Tax Act was en- 
acted in 1948, effective for taxable years 
beginning after December 31, 1948. Like 
its predecessor, the War Income Tax Act, 
it does not define income. It merely speaks 
of all income from business, property and 
employment. Thus, the statute reads: 


“Sec. 3—WORLD INCOME. 


“3. The income of a taxpayer for a tax- 
ation year for the purposes of this Part is 
his income for the year from all’ sources 
inside or outside Canada and, without re- 
stricting the generality of the foregoing, 
includes income for the year from all 


“(a) businesses, (b) property, and (c) 
offices and employments.” 


Canada has adopted the British concept 


of income, however, and the Canadian courts 
are guided largely by British decisions. 


The provinces, since 1941, have not im- 
posed an income tax on individuals,” al- 
though they do tax corporations at rates 
ranging from five per cent in some prov- 
inces to seven per cent in others. 


Whether a United States citizen, as a 
practical matter, receives full or partial tax 
credit against his United States tax de- 
pends, in general, upon whether the foreign 
tax rates are lower or higher than the United 
States rates. Since the Canadian rates are 
lower and since the type of income dis- 
cussed herein is taxed to nonresidents at 
rates not exceeding fifteen per cent, it can 
be said, in general, that the United States 
citizen will pay no Canadian income tax out- 
of-pocket. In short, it will be fully absorbed 
as a credit against his United States tax. 


21 Actually, there are only two minor in- 
stances where the foreign income of a United 
States citizen escapes the United States income 
tax. (See Sections 116(a)(1) (income earned 
outside the United States) and 251 (under cer- 
tain circumstances, income from sources within 
United States possessions).) 

22In 1950 the province of Ontario enacted an 
income tax act imposing an income tax of five 
per cent, but the Premier of Ontario, in his 
budget address of March 17, 1950, indicated 
that the tax would be proclaimed in effect only 
if the Dominion would agree to collect the tax 
for the province. However, the Dominion has 
announced it will not enter into such an agree- 
ment. (CCH Ontario Tax Reports, { 10-000.) 
Section 32 of the Dominion Income Tax Act 
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Capital Gains 


Canada does not tax capital gains and 
therefore disregards capital losses. The 
only question is: What constitutes a capital 
gain in Canada? 


It is clear that assets acquired as an in- 
vestment (for example, stocks, bonds, oil 
leases, etc.) and not to be used as stock in 
trade—“‘circulating capital,” as the British 
sometimes refer to them—constitute capital 
assets, and the subsequent sale thereof re- 
sults in capital gains or losses.” 


As put in an often-cited decision:* 


“Tt is quite a well-established principle 
in dealing with questions of Income Tax 
that where the owner of an ordinary invest- 
ment chooses to realize it, and obtains a 
greater price for it than he originally 
acquired it at, the enhanced price is not 
profit . . . assessable to Income Tax. But 
it is equally well established that enhanced 
values obtained from the realization or con- 
version of securities may be so assessable 
where what is done is not merely a realiza- 
tion or change of investment, but an act 
done in what is truly the carrying on, or 
carrying out, of a business.” 


What constitutes a business in this sense 
is a question of fact. The courts take into 
consideration “the number of transactions 
and the organization and plan of activity.” * 


The extent to which the courts will go to 
isolate and preserve the capital element of 
a transaction is shown in a patent case.” 
There, the owner of a patented process 
leased it at a specified rental. In addition, 
the contract required the licensee to pay a 
percentage of his receipts for the exclusive 
right to use the process in his area. The 
court held that the amounts paid for the 
right to exploit were not income but capital 
receipts paid for a portion of taxpayer’s 
asset, that is, its rights arising from owner- 
ship of the patent. 


allows a credit up to five per cent of the 
Dominion tax for income taxes paid to a 
province. However, the Ontario tax would, by 
its terms, apply to nonresidents only if they 
worked or carried on business in Ontario. 
(Section 1(2), Ontario Income Tax Act.) 

23 Californian Copper Syndicate, Ltd. v. 
Harris, 5 Tax Cas. 159 (1904); Farnsworth, 
Income Tax Case Law (London, 1947), p. 7. 

2% Californian Copper Syndicate, Ltd. v. 
Harris, footnote 23. 

2 Livingston v. Inland Revenue Commission- 
ers, 11 Tax Cas. 542 (1927). 

28 Morrison v. Minister of National Revenue, 
1928 Ex. C. R. 75. 

% Margerison v. Tyresdes, Ltd., 1942 Tax Rep. 
321. 
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In short, the accretion of capital “is only 
income, and therefore only taxable when it 
arises in an operation of business in carry- 
ing out a scheme for profit-making and is 
not a mere enhancement of value made by 
realization or conversion of a _ capital 
asset.” ™ 


A word may be said about the sale of 
a bond between interest dates. If a bond 
is sold “flat,” that is with no reférence to 
accrued interest and with no part of the 
selling price identifiable as interest, there 
is no taxation of interest to the vendor. But 
when the interest is later paid to the vendee, 
he is tax@l on all of the interest including 
the interest accrued at the date he purchased 
the bond. However, if the bond is sold at 
a price “plus accrued interest,” the vendor 
is taxed on the accrued interest.” 


Finally, an observation regarding cor- 
porate liquidations. The Canadian Income 
Tax Act does not contain a counterpart of 
our Code Section 115 (c) which permits the 
stockholders to bail out the accumulated 
earnings of a liquidating corporation at 
preferential (capital gain) rates. Instead, 
the undistributed income of the company is 
taxed to the stockholders as a dividend.” 
Distributions in excess of such undis- 
tributed income are not taxable. In ad- 
dition, taxable income is not realized upon 
the sale of the corporation’s assets by or 
on behalf of the corporation during the 
liquidation or dissolution. This is not true, 
of course, to the extent that the company’s 
regular business is carried on during the 
liquidation.” 


How Specific Types of Income 
Are Taxed 


Interest.—The withholding tax on in- 
terest paid to a nonresident is, in general, 
at the rate of fifteen per cent.” The rate 
is five per cent, however, on interest paid 
on provincial bonds if provision for the pay- 





°3 Farnsworth, work cited, footnote 23. 

27 CCH Canadian Tax”Reports { 10-212; Wig- 
more v. Thomas Summerson & Sons, Ltd., 9 
Tax Cas. 577. 

3° Section 73(1), Income Tax Act. 

31 Wilson Box, Ltd. (In Liquidation) v. Brice 
(1936), 3 All E. R. 728 (Ct. App., Great Britain). 

32 Section 96(1)(b), Income Tax Act. 

33 Section 96(3) (a), Income Tax Act. 

3% Section 96(1)(b), Income Tax Act; CCH 
Canadian Tax Reports { 14-006a. 

%5 Section 96(1)(a), Income Tax Act. 

% Article XI of the income tax treaty cited 
in footnote 1. See, also, Section 96(3), Income 
Tax Act. 

37 Section 97(1), Income Tax Act; CCH Ca- 
nadian Tax Reports {| 14-006a. 

8 Section 35, in an effort to reduce the 
double tax on income, gives the resident share- 
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ment of such interest was made by a statute 
of the provincial legislature or if issued or 
guaranteed “by His Majesty in right of a 
province.” ™ 


The following interest is entirely tax 
free:™ 


(1) Interest on bonds issued by the 
Dominion government or guaranteed by it. 


(2) Interest payable in a foreign cur- 
rency (for example, dollars or sterling). 


(3) Interest payable, at the creditor’s 
election, either in Canadian or foreign cur- 
rency, even if, in fact, it is paid in Canadian 
currency. 


Dividends.—The tax on dividends pay- 
able to nonresidents is withheld at the 
source and the rate is fifteen per cent.™ The 
rate is five per cent in the case of dividends 
paid to a nonresident corporation by its 
wholly owned subsidiary.“ Since this tax 
is on the gross dividends, the nonresident 
does not receive certain deductions and 
credits which are allowed to residents.” 
Among these are the ten per cent credit on 
dividends® received and the depletion 
allowed to shareholders of a mineral com- 
pany.” 


There are a number of instances ® under 
the Canadian Income Tax Act where a 
transaction between a corporation and its 
stockholders is deemed to constitute a tax- 


able dividend to the stockholders. These 
are as follows: 


(a) Loan to Shareholders—A loan to 
a stockholder constitutes a dividend unless 
lending is a part of the company’s business 
or unless it was made to a shareholder-em- 
ployee (1) for the purchase of a dwelling 


house or (2) to purchase stock in the 
company.” 


(b) Premium on Redemption—Where a 
corporation has redeemed or acquired any 
of its stocks at a premium, the premium is 
treated as a dividend.* 


holder a credit against his tax equal to ten per 
cent of dividends received. : 

%9The shareholder gets a depletion deduction 
up to twenty per cent of his dividends depend- 
ing on how much of the company’s profits were 
from minerals. (Section 11(2). Order in Coun- 
cil P. C. 6471, December 22, 1949, published in 
The Canada Gazette, December 28, 1949.) 

In effect, every distribution of a corpora- 
tion to its stockholders which is not a return 
of capital or pursuant to a liquidation is pre- 
sumed to be a taxable dividend. (Northern 
Securities Company v. The King (1936), 1 
D. L. R. 65; McConkey v. Minister of National 
Revenue, 1939 Ex. C. R. 209. See, also, Section 
8(1), Income Tax Act.) 

41 Section 8(2), Income Tax Act. 

42 Section 97(5), Income Tax Act. 





(c) Interest on Income Bond or Debenture. 
-—A periodic amount paid to a shareholder 
on an income bond or income debenture con- 
stitutes a dividend unless the corporation is 
entitled to deduct the amount so paid as 
interest.* 


This is tied in with Section 12 (1) (f) 
which disallows the deduction of such in- 
terest by a corporation unless the bonds or 
debentures have been issued or the income 
provision thereof has been adopted since 
1930 (i) to afford financial relief to the 
debtor and (ii) to take the place of or to 
amend bonds or debentures that at the end 
of 1930 provided unconditionally for a fixed 
rate of interest. 


Therefore, if the interest is allowable as a 
deduction to the debtor corporation, the 
stockholder reports it as interest. If it is 
not deductible, it becomes a dividend to the 
stockholder. However, if the stockholder is 
a corporation, it pays no tax on the dividend, 
because Canadian law permits a corporate 
stockholder to deduct the full amount“ of 
dividends received.” If the shareholder is 
an individual resident in Canada, he takes 
advantage of the credit allowed shareholders 
which is a credit against income tax amount- 
ing to ten per cent of dividends received.” 


(d) Distribution in Liquidation or Reorgan- 
izatton.—On a corporate dissolution, liquida- 
tion or reorganization, if the assets of the 
company are distributed to or for the benefit 
of one or more stockholders at a time when 
it had undistributed income, there is a divi- 
dend equal to the lesser of (i) the amount so 
distributed or (ii) his share of the undis- 
tributed income.” 


(e) Redemption or Conversion of Common 
Stock.—If a corporation having undistributed 
income (i) redeems or acquires any of its 
common stock or reduces its common stock 
or (ii) converts any of its common shares 
into preferred shares or obligations, a divi- 
dend results equal to the lesser of the value 
of the stock received by him or his share of 
the undistributed income.* 


(f) Capitalization of Undistributed Income. 
—The capitalization of undistributed income 


43 Section 8(3), Income Tax Act. 

44In the case of a corporation operating an 
oil or gas well or a mine, the amount of the 
dividend is reduced by the amount of depletion 
allowed the shareholders of such a corporation 
by Section 11(2). 

45 Section 27(1), Income Tax Act. 

4 Section 35, Income Tax Act. 

47 Section 73(1), Income Tax Act. 

48 Section 73(2), Income Tax Act. 

49 Section 73(3), Income Tax Act. 
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results in a dividend equal to the stock- 
holder’s share of the income capitalized.” 


(g) Stock Dividend—Ilf the corporation 
paying a stock dividend has undistributed 
income on hand at the time, Section 73 (6) 
provides that the corporation shall be 
deemed to have capitalized undistributed in- 
come equal to the lesser of (a) the undis- 
tributed income on hand or (b) the amount 
of the stock dividend. The result is that, 
under Section 73 (3), the stockholder’s share 
constitutes a taxable dividend to him. 


An exception to this rule is made, how- 
ever, in the case of a nonresident corpora- 
tion with more than fifty per cent of its 
voting stock held by nonresidents.” This 
exception was made because United States 
corporations frequently issued stock divi- 
dends which were tax free to the United 
States stockholders but taxable under 
Canadian law to the Canadian stockholders. 
To effect this exception, the Parliament, in 
1950, redefined a dividend to exclude a stock 
dividend." Theretofore, the definition ex- 
pressly included stock dividends.” 


(h) Stock Split—A _ split of common 
shares will not attract a dividend tax pro- 
vided the following precautions © are taken: 


(1) The aggregate book value of the new 
shares does not exceed the stated book value 
of the original shares. 


(2) The surplus of the company is not 
affected by the split, that is, it remains the 
same after the split. 


(3) The new shares are all common 
shares and not in part preferred shares. 


Election of Private Company.—Subpara- 
graphs (c) to (g) above are concerned with 
situations where the corporation had undis- 
tributed income on hand, and the govern- 
ment, in those cases, is seeking to prevent 
the escape of such income from a dividend 
tax. The Canadian Parliament has recog- 
nized the precarious position of a closely 
held company which, because it finances its 
growth by reinvestmént of its earnings, ac- 
cumulates a large surplus. When a principal 
stockholder of such a company dies, income 
taxes and succession duties may effect a 
confiscation of his estate.™ 


50 Section 73(7), Income Tax Act. 
5t Section 127(1)(j), Income Tax Act. 
52 Section 127(1)(j), Income Tax Act, prior 


to amendment by Section 43(2), 
Statutes of Canada, 1950. 

53 Section 73. See CCH Canadian Tax Re 
ports { 13-832. It would appear advisable to 
obtain a ruling from the Department prior to 
the split. 

54 See excerpt from report of Ives Commis- 
sion in CCH Canadian Tax Reports { 13-962. 
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Accordingly, the private company is ac- 
corded an election to pay a tax of fifteen per 
cent on undistributed income held by the 
company and thereupon to capitalize such 
income.” A private company may, by defi- 
nition, not have more than seventy-five 
shareholders, excluding shareholders who 
are or were employees.” 


Such income, once so taxed, becomes 
capital and is not further subject to income 
ST 
tax. 


Rents and Royalties —The tax is with- 
held and the rate is fifteen per cent.™ In 
the case of rent on Canadian real estate, 
the nonresident may elect to be taxed on the 
net income from such real estate on the 
same basis as Canadian residents, which 
election he would, of course, exercise if it 
resulted in less tax than a fifteen per cent 
rate on the gross rental.” 


Income and Capital Combined.—Section 
7 is intended to preclude the avoidance of 
an income tax on interest or other income 
by combining it with capital.” The statute 
reads: 


“Where a payment under a contract or 
other arrangement can reasonably be re- 
garded as being in part a payment of in- 
terest or other payment of an income nature 
and in part a payment of a capital nature, 
the part of the payment that can reasonably 
be regarded as a payment of interest or 
other payment of an income nature shall, 
irrespective of when the contract or 
arrangement was made or the form or legal 
effect thereof, be included in computing the 
recipient’s income.” 


In addition to interest, this would appear 
to include discount, royalties, fees or com- 
pensation. The opinion has been expressed 
that if no tax-avoidance scheme is apparent 
and a legitimate business purpose is in- 
volved, it is doubtful if the courts would 
hold that income payments “can reasonably 


be regarded” as part of the capital pay- 
ments.” 


Special Treatment 
Accorded Certain Corporations 


There are certain corporate entities in 
the Canadian tax scheme which are anomal- 


ous to our own income tax system in that 
Canada either makes them tax exempt or 
accords them special treatment. Several of 
these are briefly described because of their 
possible interest to investors. 


Investment Companies.—“Investment com- 
panies” are exempt from income tax.” In 
general, an investment company is defined 
by statute as a corporation having at least 
eighty per cent of its capital invested in 
securities or cash and having at least 
ninety-five per cent of its income derived 
from such securities. 


Not more than ten per cent of its 
securities may be the stocks or bonds of a 
corporation or debtor other than the 
Dominion or a province. The company’s 
stock must be held by at least fifty persons, 
no one of whom may own more than twenty- 
five per cent thereof. At least eighty-five 
per cent of its income (less taxes paid to 
a foreign government) must be distributed 
during the tax year.® 


The basis of this exemption is the fact 
that the company’s portfolio of securities 
indicates that it is merely a conduit for 
its stockholders, and to tax the company 
would mean an additional tax over and 
above what would have been paid if the 
stockholders had held the _ securities 
directly.“ 


Under a recent amendment,® the com- 
pany may elect to be treated as a taxable 
corporation in order that its stockholders 
may take advantage of the ten per cent 
credit ® allowed stockholders on dividends 
from a taxable corporation. 


One problem in connection with the in- 
vestment company has arisen with respect 
to its capital gains. Are the capital gains 
income derived from the business of trad- 
ing in securities and therefore taxable? 
In the past, the Dominion has applied the fifty- 
one per cent test—if fifty-one per cent or more 
of the capital of the company is invested in 
interest-bearing bonds or dividend-paying 
stocks, the company is held to be in the 
business of holding investments and not in 
that of trading in securities. This is a 
rule of thumb, however, and is subject to 
modification where the facts clearly indicate 
the carrying on of a trading business.® 





55 Section 95A, Income Tax Act. 

5 Section 95A(3), Income Tax Act. 

% Walsh v. Randall, 1940 Tax Rep. 131. 

% Section 96(1)(e), Income Tax Act. 

59 Section 99(1), Income Tax Act. 

® Section 7 is made applicable to nonresi- 
dents by Section 97(4). 

"CCH Canadian Tax Reports { 10-296. 
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62 Section 62(1), Income Tax Act. 

83 Section 62(2), Income Tax Act. 

* CCH Canadian Tax Reports { 10-310. 
6 Section 62(2)(f), Income Tax Act. 

% Section 35, Income Tax Act. 

& See Section 3, Income Tax Act. 

® CCH Canadian Tax .Reports { 10-226. 











Nonresident-Owned Investment Cor- 
porations (NRO).—NRO’s are substantial- 
ly similar to the investment companies dis- 
cussed above except that they must be 
Canadian corporations and owned entirely 
(except qualifying shares) by _ nonresi- 
dents.” They are taxed at the special rate 
of fifteen per cent, and no dividend tax is 
imposed on their stockholders.” An NRO, 
however, may deduct only the dividends 
and interest received from other NRO’s 
and taxes paid to a country other than 
Canada in respect of income derived from 
sources within such country.” 


Foreign Business Corporations.—A “for- 
eign business corporation” is defined in 
general as one which carries on all of its 
business outside Canada.” It is exempt 
from income tax if it files a prescribed form 
and pays an annual fee of $100.” A foreign 
business corporation is generally referred 
to as a “4-K company” because it formerly 
was covered by Section 4 (k) of the In- 
come War Tax Act. A 4-K company must 
comply with one of the following con- 
ditions during each taxable year: 


(i) Its business operations must have 
been of an industrial, mining, commercial, 
public utility or public service nature and 
must have been (except for management 
and the designing, purchasing and trans- 
porting of goods) carried on entirely out- 
side Canada either directly or through 
ownership of shares in or control of sub- 
sidiary or affiliated corporations, and its 
property, except securities and bank 
deposits, must have been situate entirely 
outside Canada; 


(ii) It must have been the wholly owned 
subsidiary of a corporation that complied 
with the conditions in subparagraph (i) and 
was wholly engaged in carrying on busi- 
ness outside Canada; or 


(iii) Its business must have been of an 
investment or financial nature and must 
have been carried on entirely outside 
Canada, its shares must have been offered 
for public subscription or must have been 
listed on a recognized stock exchange in 
Canada or elsewhere, and its property (ex- 








cept bank deposits and shares of other cor- 
porations that were entitled to exemption 
under this section) must have been situate 
entirely outside Canada. (Section 64 (2).) 


Deductions for Oil Exploration 


Prior to 1949, Canada treated the costs 
of exploring for oil as capital expenditures. 
Such is the rule also in the United States.” 
However, in 1949, Canada sought to en- 
courage the exploitation of its natural 
resources by according favorable tax 
treatment to those who risked their money 
in such efforts. These, insofar as they 
relate to oil and gas, are briefly set forth 
here because, as stated at the outset, many 
United States citizens are participating di- 
rectly in the Canadian oil and gas develop- 
ment program. 


Drilling and Exploration Costs.—These 
costs, including “all general geological and 
geophysical expenses” incurred directly or 
indirectly in exploring or drilling for oil or 
natural gas in Canada, are allowed as de- 
ductions.* These deductions are not avail- 
able to individuals. The taxpayer must be 
either (1) a corporation whose principal 
business is production, refining or market- 
ing of petroleum or natural gas, or 
exploring or drilling for petroleum or 
natural gas, or (2) an association, partner- 
ship or syndicate formed for the purpose 
of exploring or drilling for oil or natural 
gas. ‘The statutes authorizing these de- 
ductions are not embodied in the Income 
Tax Act and the deductions are allowable 
only in the period from January 1, 1949, to 
December 31, 1953, unless there is a sub- 
sequent extension of the. period. 


Cost of Exploring Rights.—The amounts 
paid for licenses or permits to, explore for 
oil and gas are deductible in the same 
manner as discussed in the preceding para- 
graph but only to the extent that they do 
not exceed $1 per acre per year.” 


Cost of Deep-Test Oil Wells.—This con- 
cerns the cost of a deep-test well to test a 
“significant geological structure” or a 

(Continued on page 326) 





® Section 63(4), Income Tax Act. 

7 Section 63(2), Income Tax Act. 

™ Sections 63(1), 63(3), Income Tax Act. 

72 Section 64(2), Income Tax Act. 

73 Section 64(1), Income Tax Act. 

74 See I. T. 4006, 1950-1 CB 48. As a matter 
of fact, the Bureau of Internal Revenue will 
authorize a taxpayer to deduct such costs from 
his gross, oil-production income, although there 
is no published ruling on such practice, but, 


because of its unfavorable effect on abandon- 
ment losses and percentage depletion, it is in- 
advisable for most taxpayers to adopt such 
method. (See TaAxES—The Tax Magazine, 
March, 1951, p. 178.) 

7% Sections 53(1) to 53(3), Chapter 25, Statutes 
of Canada, 1949, 2d Session, as amended by 
Chapter 40, Statutes of Canada, 1950, Section 46. 

7 Section 53(2A), Chapter 25, Statutes of 
Canada, 1949. 
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Loopholes Plugged 





by the 1950 Revenue Act 


By RICHARD DEUTSCH 


TEN METHODS OF ESCAPING TAXATION WERE ENDED 
BY THE NEW LAW, THIS MEMPHIS CPA POINTS OUT, 
BUT NO PHILOSOPHY OF TAXATION WAS FOLLOWED 


T=. 1950 Revenue Act not only increases 
individual and corporate tax rates but 
also eliminates a number of tax-saving de- 
vices which, without definition, have been 
called “loopholes.” 


If, as Webster describes it, a loophole is 
“a hole that gives passage, means of escape, 
etc.,” a tax loophole appears to be a means 
of escaping taxation. As a means of es- 
cape, taxation loopholes originate from three 
sources: legislative intent, judicial consent 
and administrative grace. 


As administrative grace is subordinated 
to judicial consent, so is judicial consent 
subordinated to legislative intent. However, 
there is also a certain independence and 
freedom of interpretation vested in the sub- 
ordinated sources which, in their own rights, 
create loopholes and, in fact, are the source 
of many a “first” in loopholes. 


Legislative Loopholes 


Legislative loopholes may be express or 
implied, unintentional and“ even counter- 
intentional, more so in taxation than in 
any other field. Express loopholes in the 
income tax law are a standard part of the 
law, and, as such, they are generally consid- 
ered not to be loopholes at all but estab- 
lished rights or privileges as, for instance, 
the capital gain provisions of the Code, 
particularly Sections 117(j), 117(k), the 
capital loss carry-over and the operating 
loss carry-over provisions, the exempt cor- 
porations under Section 101, exempt in- 
terest, taxation of insurance companies and 
the various excess profits tax relief provi- 


Loopholes 


sions. In fact, it is one of the characteristic 
features of our income tax law system that 
it is perforated with exemptions which have 
the effect of legislative loopholes. While it 
is always open for debate as to what extent 
it is permissible to mutilate the purpose of 
a law by loophole perforation, the real 
problems are not so much the express and 
intended loopholes but the implied and 
unintentional loopholes created by foggy 
and ambiguous language or by avoidance of 
clear definitions and incidental lack of ex- 
planation and circumscription. Thus the 
full weight of the burden of solving the 
problems is shifted to the judiciary who will 
occasionally be unable to avoid misunder- 
standings and thus be forced to redefine, re- 
state and clarify as in the Lusthaus (46-1 
ustc J 9190, 66 S. Ct. 539) and Tower (46-1 
usTc J 9189, 66 S. Ct. 532) cases which were 
followed by the Culbertson case (49-1 ustc 
J 9323, 69 S. Ct. 1210). 


Some of these loopholes are not only im- 
plied, they may be even unintentional, as the 
legislature frequently is unable to foresee 
situations or events. One such unintentional 
loophole was the collapsible corporation. 
However, unintentional loopholes do not 
necessarily develop exclusively in favor of 
the taxpayer; sometimes the administration 
may benefit from legislative oversight or 
unwillingness to commit or to define. 


Some administrators seem to like loop- 
holes created by ambiguities. As Randolph 
Paul once said: “Certainly definiteness would 
make things easier for tax avoiders.” 
(Studies in Federal Taxation, Third Series, 
page 211.) Of course, some loopholes favor 
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the taxpayer, others the administration and 
a third group is used in both directions, 
according to circumstances. Section 115(g) 
protecting the administration against capi- 
tal-gains-on-liquidation abuses is a perfect 
legislative loophole in favor of the adminis- 
tration, just as is Section 45 regulating in- 
come and expense shifts between related 
enterprises. The most effective administra- 
tive loopholes are, however, hidden behind 
the ambiguous terms “necessary,” “ordinary” 
and “reasonable.” To prove that expenses 
are necessary or ordinary is sometimes just 
as difficult as to show that corporate officers’ 
compensation and surplus accumulations are 
“reasonable.” However, sometimes it is just 
the ambiguity of such terms that gives the 
taxpayer a break in court, turning an admin- 
istrative loophole into a taxpayer’s loophole 
and reversing the traffic through it. Such 
ambiguities will always be gravity centers 
of confusion as the lack of proper family 
partnership legislation indicates. 


Judicial Loopholes 


Loopholes by express legislative intent 
(which are actually not considered to be 
loopholes) are only subject to constitutional 
scrutiny. Implied loopholes, however, invite 
judicial test and approval or rejection, par- 
ticularly as they are frequently nothing 
more than a taxpayer’s or the administra- 
tion’s discovery or interpretation of a new 
meaning of the law or of a new economic 
situation not foreseen by the law. Of 
course, such courageous attempts sometimes 
have tremendous consequences, like the 
Tower-Lusthaus-Culbertson development in 
the field of family partnerships or the ad- 
ministration’s changed attitude toward capi- 
tal gains on the sale of going partnership 
interests. The collapsible corporation, not 
intended or foreseen by Congress but in- 
vented or discovered by taxpayers, was an- 
other judicial loophole until the 1950 act 
closed it. 


There is no doubt that implied loopholes 
make any law flexible. However, should 
laws be flexible and, if so, to what extent? 
Where is the border line? The American 
taxpayer is blessed with a judiciary that is 
expertly versed in business affairs and ex- 
tremely fair minded. The question concerns 
whether it would not be better to have a 
less flexible law and less litigation. 


The loophole by judicial consent is not of 
the same strength and general usage as the 
express, legislative loophole. The judicial 
loophole will always be subject to scrutiny 


and dispute. It is only of restricted value, 
as its use is limited to those who wear the 
same shoes and go in the same direction. 
However, as loopholes, they provide new 
aspects and influence tax thinking and also 
invite trespassing—things can be difficult at 
times. While Culbertson is a break for 
many family partnerships, the Culbertsons 
lost under their own decision after their 
case had been returned to the Tax Court 
for reconsideration. 


The hunt for loopholes will, of course, 
become the more intensive the higher the 
tax rates are and the more legal barriers 
interfere with the normal flow of business 
life. Sometimes loopholes are widened by 
the slow process of judicial experience, as 
the development of the deduction of uniform 
expense indicates. Such loopholes, once 
widened enough, have a fair chance to be 
converted into legislative loopholes or, if 
they become a tax nuisance, to be plugged 
entirely by law. This happened to the col- 
lapsible corporation and to the practice of 
converting gains from future transactions 
into long-term capital gains, and losses from 
such transactions into long-term losses. 


Administrative Grace 


Sometimes the administration, through its 
Commissioner of Internal Revenue, accepts 
judicial loopholes through the procedure of 
acquiescence or by rules and regulations. 
Thus the administration has the power, 
within the internal revenue laws, to establish 
its own loopholes. It is not even depending 
on Tax Court decisions as long as it stays 
within the law. In the administrative field, 
loopholes are, however, less important than 
administrative procedure because of the 
constant give-and-take of the tax settlement 
which comes before the legal battle and, in most 
of the cases, makes the legal battle unnecessary. 


Recent Development 


In the 1950 act, Congress has made cer- 
tain efforts to cover some loopholes. The 
government pointed out fourteen such loop- 
holes which had become a more or less 
serious threat to the collection of income 
taxes, but in passing through the Congres- 
sional mill, not all of them were plugged. 


The plugged loopholes are: 

(1) Amending of Section 117(a) (1) to 
deny capital gain status to copyrights or to 
literary, musical or artistic productions sold 
by amateurs. 

(Continued on page 318) 
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HOW WE TAX ALIENS 


By GUSTAVE SIMONS 


QUESTIONS AND ANSWERS ON TREATMENT OF IN- 
COME OF FOREIGNERS, PREPARED BY A MEMBER OF THE 
NEW YORK LAW FIRM OF SIMONS, SCHUR & STRAUS 


The first part of this article has been 
written without regard to the Revenue Act 
of 1950 and any international tax con- 
ventions. Therefore, the answers to all 
questions should be checked against the 
information contained in Question 62 and 
following where discussions of these two 
subjects can be found. 


(1) In what circumstances is an alien sub- 
ject to United States tax? 


In any one of these three cases: 

(a) If he becomes a “resident alien” in the 
United States; 

(b) If he engages in business in the United 
States; or 

(c) If he receives certain types of income 
from sources within the United States. 


(2) To what extent is a resident alien taxa- 
ble in the United States? 

He is taxable on income generally in the 

same way as a United States citizen. He 


must file.the regular return, pay the same 


rates, include income from sources outside 
as well as inside the United States (a for- 
eign tax credit is allowed if his homeland 
reciprocates thjs privilege to United States 
citizens). Exemptions, credits for depend- 
ents and deductions are also the same. 


(3) When is an alien a resident of the 
United States? 
When he is actually present in the United 
States and is not a mere transient or so- 
journer. . 


Aliens 


(4) Is an alien present in the United States 
but intending to leave it a nonresident ? 

All aliens are presumed to be nonresidents. 
This presumption may be defeated. A per- 
son whose stay is limited by the United 
States immigration laws is generally a non- 
resident. A definite intention to return to 
his native country continues the alien as a 
nonresident unless the definite time is very 


‘far in the future and he meanwhile makes 


his home in the United States. A vague and 
indefinite intention of returning does not 
render the alien a nonresident. 


(5) Do “domicile” and “residence” mean 
the same thing? 
Not necessarily, at least for United States 
tax purposes; residence controls. 


(6) What is the status of a wife? 


A married, alien woman resident in the 
United States with a husband domiciled and 
resident in another country is domiciled 
abroad but resident in the United States 
and taxable there as a resident alien. 


(7) How does an alien once resident in the 
United States become a nonresident? 


By leaving permanently. A mere inten- 
tion to leave the United States and even an 
absence of six months are not sufficient. 


(8) Does the tax law limit the departure 
from the United States of an alien? 

Yes. An alien may not leave the United 
States unless he obtains from the collector 
a certificate that he has met his tax obliga- 
tion. However, this provision is usually not 
enforced in the case of brief, casual trips to 
the United States for pleasure. 
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(9) What procedural technicalities attach 
to the departure from the United 
States of an alien? : 

The Commissioner may declare the tax 
year of such alien-immediately closed, pro- 
rate exemptions and assess the tax. This is 
done only if tax evasion is suspected. In 
other cases, the alien must present a certifi- 
cate of compliance with tax obligations exe- 
cuted by a local collector or revenue agent 
in charge. This involves either the filing 
of a special return and payment of the tax 
or the appointment of a resident attorney 
in fact to make the regular return plus pay- 
ment or the posting of security for the pay- 
ment of the estimated tax due. 


(10) Suppose a nonresident becomes a resi- 
dent or a citizen in the middle of the 
year? 

The computations are separate for each 
period, depending on the applicable rule for 
that period, but one return only need be filed. 


(11) Is an alien performing personal serv- 


ices in the United States while a tem- | 


porary resident held to be engaged in 
trade or business there? 

No, if he (1) receives compensation of 
less than $3,000, and (2) is present in the 
United States for no more than ninety days, 
and (3) performs such services for a non- 
resident alien, partnership or foreign corpo- 
ration not engaged in United States business. 


(12) How about the ownership of real es- 
tate in the United States? 


The mere ownership of one or two parcels 
of real estate does not necessarily constitute 
the carrying on of a trade or business in 
the United States. But the ownership and 
management of any considerable amount of 
real estate will be held to constitute carrying 
on a trade or business. 


(13) What is the status of a partnership? 

If a partnership does business in the United 
States, an alien partner is also held to be 
doing business there. 


(14) Does ownership of stock in a corpo- 
ration doing business in the United 


States - bring in the stockholder as 


well? 


No. The mere ownership of corporate 
stock, in the absence of an agency relation- 
ship or personal activity of the stockholder 
here, is not enough. However, the Bureau 
of Internal Revenue is asserting in some 
cases that a wholly owned United States 
selling subsidiary is in effect the agent of 


the foreign parent corporation, and care 
must be given to protection against such a 
claim. 


(15) Does the purchase and sale of securi- 
ties or commodities constitute doing 
business? 

No, if done through a broker, special com- 
mission agent or custodian and if the alien, 
partnership or foreign corporation has no 
office or place of business in the United 
States from which those deals are managed 
or a general agent in the United States 
empowered to make policy decisions. 


(16) What is the status of trusts? 


A trust may have a situs in the United 
States and be taxable in the United States, 
but this will result neither in a nonresident 
trust grantor nor a beneficiary being held 
to be doing business in the United States 
in the absence of an agency relationship. 
(But see Questions 31 and 50). 


(17) How is a nonresident alien carrying 
on a trade or business in the United 
States taxed differently from a resi- 
dent alien? 


The resident alien is generally subjected 
to the same tax as the United States citizen, 
including the regular tax on income from 
sources without the United States. A non- 
resident alien doing business in the United 
States is taxed only on income from sources 
within the United States. 


(18) What are the procedural requirements 
regarding a nonresident alien engaged 
in trade or business in the United 
States? 


Returns must be filed on June 15 or on 
the fifteenth day of the sixth month follow- 
ing the close of a fiscal year. No splitting 
of income between husband and wife is per- 
mitted. (Therefore, if most income is from 
United States sources, there may be an ad- 
vantage in an alien married couple establish- 
ing that they both reside in the United States.) 


If the nonresident alien is subject to with- 
holding tax, he must nevertheless file a dec- 
laration of estimated tax and final return 
unless his sole United States income is com- 
pensation for personal services and does not 


exceed $600. 


(19) Where should the return be filed? 


With the collector within whose district 
the legal residence or place of business is 
located. In the absence of such, the return 
should be filed with the collector in Balti- 
mpre, Maryland. 
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(20) What is the responsibility of agents 
in the United States? 

Any agent or representative for a nonresi- 
dent alien doing business in the United 
States who receives income from sources 
within the United States within the scope 
of his agency must report that income on 
behalf of his alien principal and pay the tax. 
The mere collection of dividends or interest 
on securities does not come within this spe- 
cial provision. 


(21) What income of a nonresident alien 
doing business in the United States is 
taxable under its laws? 

Only income from sources within the United 

States. 


(22) When is interest thus taxable? 


When paid by a United States citizen. 
Also taxable is interest paid by a resident 
alien or domestic or resident foreign corpo- 
ration if at least twenty per cent of the gross 
income of the obligor for the three years 
before payment has been from United States 
sources. This applies to interest paid abroad 
on a foreign deposit by a United States cor- 
poration. Interest on bonds of the Interna- 
tional Bank or of foreign governments is 
not included. 


(23) When are dividends thus taxable? 


If paid by a United States corporation 
and if for the prior three years at least 
twenty per cent of its income has been from 
United States sources. In the case of foreign 
corporations, the percentage is fifty per cent 
and the dividend is taxable only in the pro- 
portion of United States to foreign gross 
income. 


(24) How is compensation for personal 
services taxed to a nonresident alien 
engaged in business in the United 
States? 

It is included unless: 


(a) The alien was present in the United 
States for not more than ninety days, the 
amount did' not exceed $3,000 and the work 
was done for a nonresident alien, partner- 
ship or corporation itself not engaged in 
business in the United States or 

(b) The services were performed without 
the United States. 


Services by an agent in the United States 
do not come within exception (b) even if 
the principal is outside the United States. 
An agreement not to work or compete in 
the United States does not come within the 
exception. Income in both these cases is 
from United States sources. Proration of 
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income for services within and without the 
United States is on a time basis unless there 
is some express prearranged apportionment. 
Employment contracts should cover this 
with care. 


(25) How are rentals or royalties taxed to 
a nonresident doing business in the 
United States? 


Rentals from property situated in the United 
States are taxable; so also are royalties from 
United States patents, secret processes, for- 
mulas or copyrights and the like. 


(26) Is a nonresident alien doing business 
in the United States subject to United 
States tax on the sale of real estate 
outside of the United States? 

No. 


(27) When is such an alien taxed on sales 
of personal property outside of the 
United States? 

If he purchased or produced that property 
within the United States. (But see answer 
to Question 71.) : 


(28) Is such an alien taxable on sales 
within the United States of property 
purchased or produced outside of it? 

Yes. . 


(29) What determines where a sale is 
made? 


Generally, the place where title passes to 
the buyer. With a C. I. F. contract, the 
Bureau generally asserts that title passes 
upon delivery to the carrier even though 
security title is reserved by the seller. How- 
ever, the intention of the parties controls. 








(30) What is the status of partnership in- 
come? — 


The alien is taxable on such income to 
the extent a United States partnership itself 
derives income from sources within the United 
States. 


(31) What is the status of trust income? 


In reply to Question 16 it was stated that 
a beneficial interest in a United States trust 
did not cause the beneficiary to be held to 
be doing business in the United States. How- 
ever, the alien beneficiary is subject to United 
States tax upon his distributable share of 
the income of a United States or foreign 
trust to the extent the trust itself derived 
such income from sources within the United 
States. Trusts deriving income from within 
and without the United States and having 
United States and alien beneficiaries should 
have very carefully drawn income-allocation 
clauses to avoid unnecessary taxation. 
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(32) What other types of income are taxa- 
ble in the United States to a nonresi- 
dent alien doing business there? 

If United States income is used to dis- 
charge a debt of the alien or if any income 
is used to discharge a United States debt of 
the alien, it is taxable. Gains upon the liqui- 
dation of a United States. corporation or 
upon collection of insurance on the loss of 
goods in the United States (but see special 
provisions applying to involuntary conver- 
sion) are taxable. Also taxable are federal 
income taxes withheld, annuity income (but 
see the three per cent rule) and damages 
for breach of contract to be performed in 
the United States. 


(33) What deductions against gross in- 
come is the nonresident alien doing 
business in the United States allowed? 

Only. expenses, losses or other items of 
deduction attributable to the production of 
income within the United States. Thus, ali- 
mony which may be deducted by a resident 
alien or United States citizen may not be 
deducted by a nonresident. If some item 
such as this exists or if foreign losses exceed 
foreign gross income, it may be advanta- 
geous for a nonresident to qualify as a resident. 


(34) How does a nonresident alien become 
a resident alien? 


By presenting proof that he has: 

(a) Filed a declaration of intended natu- 
ralization; 

(b) Filed Form 1078; 


(c) Committed acts evidencing, and made 
statements of, a definite intention to acquire 
United States residence; or 


(d) Stayed in the United States long enough 
to render him a United States resident. 


(35) How are deductions allocated to 
United States income in the case of 
a nonresident ? 


By demonstrating. a specific causal con- 
nection. For example, if a nonresident alien 
employs a United States agent in the pro- 
duction of United States income, the agent’s 
commissions are specifically allocable to such 
income. 


(36) Suppose specific allocation to neither 
United States nor foreign income can 
be made in connection with certain 
expense items? 

These items will be prorated between 
United States and foreign income. It is 
dangerous, however, to rely on such pro- 
ration, and it is best to keep accurate and 
detailed records and make such allocation 
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in advance where possible. Mere inability 
to allocate expenses to foreign sources does 
not create any presumption that they are 
allocable to United States sources. 


(37) What are some items specifically held 
to be not deductible? 

Interest on a debt incurred to finance non- 
United States business and stock losses in 
non-United States corporations. Charitable 
contributions are deductible only if made to 
United States charities and similar institutions. 


(38) Are losses on the destruction, theft or 
loss of property deductible? 


Yes, if the casualty or loss occurred -in 
the United States. 


(39) Must a loss be connected with the 
nonresident’s United States business? 


No. If a transaction was entered into in 
the United States with the intention of 
creating a United States income or gain, 
a connected loss may be deducted even if 
it was not the alien’s principal business and 
even if the transaction resulted in a loss 
rather than a profit. Of course, the United 
States rules about the general deductibility 
of nonbusiness losses also apply. 


(40) May the alien deduct United States 
traveling expenses and cost of lodg- 
ing? : 

Yes. However, the United States Su- 
preme Court holds that if a taxpayer works 
steadily and chiefly at a certain place, that 
place becomes his “home” and the cost of 
travel to that place and of lodging there is 
personal and thus not deductible by anyone. 


(41) What tax rates apply to the United 
States net income of a nonresident 
alien doing business in the United 
States? 


The same as those applicable to income 
of United States citizens, except that the 
so-called optional tax table may not gen- 


erally be used. Canadians and Mexicans 
have one special advantage in that they 
receive an exemption of $600 for a spouse 
and the standard dependency exemptions. 
Other aliens are limited to their own ex- 
emption of $600 a year. 


(42) Generally, under what circumstances 
is the income of an alien neither 
residing in the United States nor 
doing business there taxed? 

Income is taxable under United States 
law if (a) it is income from sources within 
the United States and‘(b) it is fixed or 
determinable, annual or periodical. 
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The second limitation does not apply in 
the case of a nonresident alien doing busi- 
ness in the United States; he is taxed on 
all income from United States sources, 
whether regular or not. Neither limitation 
applies to the resident alien. He is taxed 
upon all income even if it is not from 
United States sources and not regular. 


(43) What is income from sources within 
the United States? 

Such income is defined as in the case of 
nonresident aliens carrying on business in 
the United States. (See answers to Ques- 
tions 21-32 but bear in mind the second 
test stated in answer to Question 42 (b) 


and in answers to Questions 44 and fol- 
lowing.) 


(44) What income is “fixed or deter- 
minable,” “annual or periodical”? 

Interest (except on bank deposits), rents, 

royalties, dividends, wages, salaries, an- 


nuities, premiums, compensations, emolu- 
ments. 


(45) Is there a special definition for 


royalties? 


Yes. Even a lump-sum payment for part 
of a copyright, for example, motion picture 
rights, or part of a patent has been held 
to be a royalty by the United States Su- 
preme Court. On the other hand, where 
full rights in a total United States patent 
or copyright pass for a stated price, it has 
been held that even if the price is paid 
in installnvents measured by production or 
income, the payment is not a royalty. How- 
ever, in such case the payor may be com- 
pelled to capitalize such payments as an 
investment and be disallowed an expense 
deduction from his income. (But see An- 


swer 76.) 


(46) What special rules apply to interest? 


By special provision, interest on bank 
‘ deposits is exempt from tax. If a resident 
trust collects interest on a bank deposit 
and later distributes it to a nonresident, 
the interest loses its exemption. Interest 
on obligations of the United States issued 
prior to March 1, 1941, is exempt. By 
constitutional interpretation, interest on 
state or municipal bonds is, of course, ex- 
empt in the hands of all persons. (But see 
answer to Question 76.) 


(47) Are there special dangers about divi- 
dends? 


Dividends are taxable to aliens 


Yes. 


while capital gains generally are not. The 
redemption of stock at more than its cost 


Aliens 


ordinarily creates a capital gain, but the 
redemption may be essentially equivalent 
to a dividend, as when stock is redeemed, 
pro rata, from all stockholders. In that 
case, there will be a tax levied, probably, 
on the entire sum paid if paid out of ac- 
cumulated or current earnings. (But see 
answer to Question 77.) 


(48) What rules apply to compensation? 

It is taxable. Prize money is taxable 
generally as compensation. Commissions 
are also so taxed, although an isolated 
commission on a single transaction may 
escape. (But see answer to Question 74.) 


(49) What is rent and how is it taxed? 


Rent is taxable as above stated. In addi- 
tion to regular rent, if the tenant pays ~ 
taxes, interest or other obligations of the 
landlord, these payments are treated as 
rent. Thus, not only is a net rental after 
taxes taxable but the taxes themselves are 
treated as taxable income. Payment of 
rent in advance or as security is currently 


taxable unless a segregated trust fund is 
set up. 


(50) Is a beneficial share in trust income 
taxed? 


See answers to Questions 31 and 51. 


(51) How are gains from the sale of real 
estate or personal property treated? 
Unlike the case of a nonresident alien 
who does business here, such gains in the 
hands of one who does not do business here 
are exempt from tax even if the property is 
in the United States or if the sale occurs 
there. However, the occurrence of such 
sales frequently may result in the alien’s 
being treated as engaged in business within 
the United States and render him taxable. 
Also, what may look like a sale may be 
treated as a lease or license if even partial 
title is retained by the alien (see answer 
to Question 45), thus producing taxable 
rent or royalties instead of tax-exempt gain. 
Furthermore, special regard must be given 
to the Revenue Act of 1950 (as influenced 
by applicable tax conventions) as later dis- 
cussed (see answers to Questions 63 and 
following). 


(52) What are the tax rates? 


Thirty per cent of the gross income. 
However, if the gross income exceeds 
$15,400, the alien must compute his tax on 
the thirty per cent of gross income basis 
and, alternatively, on his net income at 
regular rates (with deductions, exemptions 
and credits generally limited as stated in 
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answers to Questions 33-41). 
alternative tax is then due. 


(53) What is the purpose of the with- 
holding tax? 


To facilitate collection of taxes due from 
aliens. 


The higher 


(54) From the income of what aliens must 
the tax be withheld? 


All nonresident individual aliens, whether 
or not engaged in business here. Tax must 
also be withheld by a partnership having 
any alien partners, or a foreign corporation 
if not engaged in business in the United 
States. . 


(55) To what income does the withhold- 
‘ ing provision apply? 

To the type of income from sources 
within the United States which is taxable 
in the hands of a nonresident alien not 
doing business in the United States. (See 
answers to Questions 43-51.) 


(56) Who must withhold? 


All who control, receive, have custody 
of or pay out income, such as described 
in answers to Questions 43-51 and 55, due 
to any nonresident alien (remember all 
aliens are presumed to be nonresident in 
the absence of contrary proof—see an- 
swer to Question 34). The following are 
among those who must withhold: lessees; 
mortgagors; fiduciaries; employers; a resi- 
dent record owner of stock held for the 
benefit of a nonresident alien; a husband 
receiving community income from a non- 
resident alien wife; an obligee who pays 
incomé to a trust for the benefit of foreign 
beneficiaries or one who pays to a foreign 
trustee for the benefit of United States 
citizens or residents themselves liable to 
withholding; any person who deposits in- 
come in an alien’s bank account; one who 
pays to the agent of a nonresident; a cor- 
poration distributing dividends or making 
payments in partial or complete liquidation. 


(57) Who need not withhold? 


A mere guarantor who makes no pay- 
ment, a person who pays accrued interest 
when selling bonds between interest dates, 
one who receives Form 1078 or its equiv- 
alent certificate of residence and forwards 
it to the Commissioner, Withholding Re- 
turn Section, Washington, D. C. 


(58) Are there any special exemptions as 
to compensation? 

A Canadian or Mexican or any agricul- 

tural laborer who enters and leaves the 
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United States at frequent intervals is not 
subject to these provisions as to withhold- 
ing. However, the regular provisions as 
to withholding taxes on compensation paid 
to any United States citizen or resident 
may apply. (The rates differ.) 


(59) What about dividends paid by for- 
eign corporations? 

These are subject to withholding if the 
corporation is engaged in business in the 
United States and more than eighty-five 
per cent of its gross income was from 
United States sources for the three pre- 
vious years. 


(60) What tax returns are required? 

Returns must be filed by March 15. The 
withholding agent is personally liable for 
the tax unless the alien pays it. Corpora- 
tions paying interest must also file monthly 
returns on the twentieth of each month 
for the prior month in respect of such 
interest. 


(61) What is the rate of withholding? 
Thirty per cent. 


(62) What are the provisions of this act 
of special interest to aliens enjoying 
United States capital gains. 

It partially terminates the exemption 
from tax of a nonresident alien not engaged 
in business in the United States. If such 
alien is present in the United States in any 
year for periods aggregating njnety days 
or more, capital gains accruing at any time 
during his taxable year are taxable. If 
present in the United States less than ninety 
days, only capital gains on sales or ex- 
changes during his stay here are affected. 
The tax is on the excess of his gains from 
United States sources over his losses from 
the same sources during the taxable period. 
Unlike the provisions applicable to resi- 
dents or those engaged in business here, 
a long-term gain is included in full (not 
at fifty per cent) and the five-year carry- 
over of net losses does not apply. The tax 
rate is thirty per cent. The net gain is 
included in the computation of the $15,400 
in answer to Question 52. These provisions 
are expressly subordinated to contrary pro- 
visions of international tax conventions. 
(But see answer to Question 75.) 


(63) Are there special tax conventions 
between the United States and cer- 
tain foreign countries? 

Yes. 
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(64) Do these treaties exempt from tax 
certain income otherwise taxable un- 
der the foregoing answers? 

Yes. 


(65) Do these treaties take precedence 
over all United States revenue laws? 
Yes. 


(66) With what countries does the United 
States have such treaties? 

At December 31, 1950, treaties with 
Canada, France, Sweden, the United Kingdom, 
Denmark and the Netherlands had been 
ratified. 


(67) Are other treaties being negotiated? 

Yes. Treaties with the Union of South 
Africa, New Zealand, Belgium, Norway, 
Ireland and Greece have been signed but 
still await ratification by the United States 
Senate. Treaty negotiations are under way 
between the United States and Colombia, 
Uruguay, Switzerland and Israel. Tech- 
nical discussions are taking place between 
the United States and Mexico, Brazil, Cuba, 
Venezuela, Argentina, Australia and Lux- 
embourg. Negotiations will soon begin with 
Italy and Finland. 


(68) Are the provisions of the treaties 
uniform? 


Not entirely. The answers to the follow- 
ing questions apply to all nations unless 
otherwise noted. Even if no treaty exists 
with a given country, these questions should 
be considered to determine the importance 
of negotiating such a treaty. 


(69) What exemption is granted treaty 
aliens with regard to commercial and 
industrial profits derived from the 
United States? 

If not derived from a permanent estab- 
lishment in the United States, they are 

exempt. (But see answer to Question 14.) 


(70) Does this exemption apply to rents, 
royalties, interest, dividends, manage- 
ment charges or capital gains? 


No. They are covered, if at all, by other 
provisions. 


(71) Is a mere purchase of merchandise 


by a treaty alien exempt from tax? 
Yes. 


(72) Is income from the operation of a 
ship or aircraft by a treaty alien 
exempt from tax? 


Yes, for nine of the treaty countries. 
No, as to South Africa except as provided 
in Sections 212 and 231. 


Aliens 








(73) Is an annuity or pension paid to a 
treaty alien exempt from tax? 
Yes, except in the case of New Zealand. 


(74) If a treaty alien receives compensa- 
tion for personal services in the 
United States is he exempt from tax? 


In the case of nationals of the United 
Kingdom, the Netherlands and Norway, the 
alien is exempt if he is in the United States 
not more than 183 days in the year and his 
services are rendered to a treaty-country 
employer or contractor. The same applies 
in the case of Canada and Belgium, if the 
compensation does not exceed $5,000, and 
in the case of Norway if the compensation 
does not exceed $10,000. In the case of 
France, the same applies if the national is 
present in the United States less than one 
year. In the case of Sweden and Denmark, 
the effective period is 180 days in a taxable 
year (no dollar maximum). There is no 
exemption in the treaty with South Africa. 
In the case of Canada, Sweden, Denmark 
and Belgium, there is also exemption if 
the treaty alien is not in the United States 
more than ninety days and his compensa- 
tion does not exceed $3,000, even if earned 
from a United States source. The fore- 
going exemptions do not apply in the case 
of Canadian, Swedish and New Zealand 
artists, musicians, actors and professional 
athletes. 


(75) Despite the Revenue Act of 1950, are 
treaty aliens tax exempt on United 
States capital gains? 

Yes, except in the case of New Zealand, 

South Africa, and Belgium, and only as to 


real estate in the case of Norway. 


(76) Are royalties from patents, trade- 
marks, copyrights, designs and secret 
processes exempt if the treaty alien 
is not regularly engaged in business 
in the United States? 

Yes, except in the case of Canada, New 

Zealand and the Union of South Africa. 


(77) Are dividends payable from the 
United States to treaty aliens subject 
to specifically favored treatment? 

Yes. Dividends from United States sub- 
sidiaries are subject to only a five per cent 
withholding tax in the case of Canada, the 

United Kingdom, Denmark, the Nether- 

lands, New Zealand and Belgium. They 

are wholly exempt in the case of Sweden, 
although the right to withhold ten per cent 
is reserved. 
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(78) Is interest earned in the United 
States by a treaty alien tax exempt? 


Yes, in the case of Sweden, the United 
Kingdom, Denmark, the Netherlands and 
Norway. 


(79) What authorities should be studied 
by all aliens receiving income from 
United States sources or having any 
personal or business activity here? 

The specific treaties should be studied in 
the case of all treaty aliens, since the fore- 
going statements cover only the most 
important provisions. Nationals of the 

Union of South Africa, New Zealand, 

Belgium, Norway, Ireland and Greece 

should watch for ratification by the United 

States Senate of their treaties. Nationals 

of Colombia, Uruguay, Switzerland, Israel, 

Mexico, Brazil, Cuba, Venezuela, Argentina, 


Australia, Luxembourg, Italy and Finland 
should follow carefully pending treaty 
negotiations and technical discussions. All 
persons affected by United States taxes 
should also watch the action of Congress. 
Legislation such as the Revenue Act of 
1950 which changed the law concerning 
capital gains of aliens (see Questions 62 
and 75) can be vital. Furthermore, the 
decisions of the United States Tax Court, 
the district courts, the circuit courts and 
the Supreme Court, as well as Treasury 
rulings and regulations, must be carefully 
and continuously studied. For example, 
the Supreme Court decision in the case of 
the famous: author, P. G. Wodehouse, 
changed the definition of capital gains, sub- 
jected Wodehouse to heavy taxes and af- 
fected authors all over the world. Such 
study will richly reward all persons in all 
lands. [The End] 





| LOOPHOLES PLUGGED BY THE 1950 REVENUE ACT— 
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(2) Making Section 115(g) applicable to 
redemption of a parent’s stock by a subsidiary. 


(3) Changing of holding period in short 
sales of securities and commodities. Section 


117(1) added. 


(4) Collapsible-corporation distributions 
made fully taxable under the new Section 
117(m). 


(5) Capital: gains of nonresident aliens 
not engaged in a trade or business in the 
United States made taxable. 


(6) Imposition of a new Supplement U 
tax upon unrelated business income of non- 
religious exempt corporations (Section 421(b) 
(1)) which makes such income actually fully 
taxable. 


(7) Lease-back income made taxable to 
exempt organizations. 


(8) Feeder organizations made taxable. 


(9) Setting up of certain “forbidden” 


transactions for trusts. 


(10) Changing of formula of taxing life 
insurance companies. 


Other planned plugging measures, such 
as taxation of pre-1913 profits paid out as 
dividends, treatment of Section 117(j) losses 


as capital losses and withholding on corpo- 
rate dividends, did not pass Congress. 


The plugging measures contained in the 
1950 act have only one purpose—to provide 
additional revenue. They do not follow 
any law principle, and they are not the 
expression of any particular tax or law 
philosophy nor do they follow a trend to 
simplify or unify the law or to make it more 
equal to all. While, originally, income was 
defined “as the gain derived from capital, 
from labor or from both combined, provided 
it be understood to include profit gained 
through a sale or conversion of capital 
assets” (Eisner v. Macomber, 1 ustc f 32, 
252 U. S. 189), the present tax.law makes 
many fine distinctions between the various 
forms and sources of income. Income from 
capital is not always burdened with the 
same tax load which the income from labor 
—including labor of self-employed taxpayers 
—has to carry. Plugging of loopholes is a 
matter of tax policies but not a solution 
toward a unification and simplification of 
the law; it is not the way to a new law, but 
it might be a move toward restoring the 
original legislative intent, and, while hurt- 
ing some, it might contribute to a more 
just distribution of the tax burden. 

[The End] 
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fatten ta NAMING by appearance 
dates back to Adam. He complained: 
“T get no chance to name anything my- 
self.2 The new creature [Eve] names every- 
thing that comes along, before I can get in 
a protest. And always that same pretext 
is offered—it looks like the thing. There is 
the dodo, for instance. Says the moment 
one looks at it one sees at a glance that 
it ‘looks like a dodo’.... Dodo! It looks no 
more like a dodo than I do.”? Today things 


may be taxed because they look like some- 


thing to somebody. 


When Edward T. Bedford died in 1931, 
his Abercrombie & Fitch preferred stock 
seemed pretty good. Four times had the 
company paid stock dividends. But the suc- 
ceeding five years were dog days for the 
corporation, and deficits and unpaid divi- 
dends resulted. In the sixth year, the com- 
pany had substantial profits, but charges to 
earnings upon issuance of the stock divi- 
dends as well as the latter-day losses 
created a book deficit, under which circum- 
stance state law forbade payment of divi- 
dends. So, under a plan of recapitalization, 
Bedford’s estate and the other stockholders 
exchanged their old preferred shares for new 
preferred, common stock and cash. “The 
stock exchange is tax free but the cash is 
a taxable dividend,” ruled the Commis- 
sioner. “Silly boy,” chuckled the estate, 
“don’t you know the company couldn’t pay 
a dividend because of that deficit?” “It had 
a book deficit, yes,” the Commissioner con- 
ceded, “but that was largely because of 
heavy charges to earnings upon issuance 
of stock dividends; they, being tax free, do 
not serve to reduce profits available for 
future distribution.” “No,” riposted the 
estate, “for when earnings once are capital- 
ized by the issue of stock dividends, they 
are no longer earnings but capital, except 

' Authorities differ. Compare Genesis 2:19: 


*. . . and whatsoever Adam called every os 
creature, that was the name thereof.”’ 
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“Oh, Wad Some Pow’r the 
Giftie Gi'e Us . . .” 


Tax Classics e e by Robert S. — 


Adjunct Professor, New York University Graduate School of Business Administration 


where the purpose of the transaction was 
tax avoidance, and here there was a good 
business |, Purpose for the recapitalization.” 
“To me,” said the Commissioner, “it looks 
like a dividend.” 


On May 21, 1945, Mr. Justice Frank- 
furter delivered the opinion of the Supreme 
Court:* 


“The precise question is whether the dis- 
tribution of cash in this recapitalization ‘has 
the effect of the distribution of a taxable 
dividend’ under Section 112 (c) (2) of the 
Revenue Act of 1936 and as such is fully 
taxable, or is taxable only ... as a capital 
gain under Section 112 (c) (1).. 


“It has been ruled in a series of cases 
that where the stock of one corporation 
was exchanged for the stock of another and 
cash and then distributed, such distribu- 
tions out of earnings and profits had the 
effect of a distribution of a taxable dividend 
under Section 112 (c) (2). ... The Tax 
Court has reached the same result, that 
is, has treated the distribution as a taxable 
dividend in the case of the recapitalization 
of a single corporation. . . . We cannot 
distinguish the two situations and find no 
implication in the statute restricting Sec- 
tion 112 (c) (2) to taxation as a dividend 
only in the case of an exchange of stock and 
assets of.two corporations. 


“(The taxpayer], however, claims that 
this distribution more nearly has the effect 
of a ‘partial liquidation’ as defined in Sec- 
tion 115 (i). But the classifications of 
Section 115, which governs ‘Distributions 
of Corporations’ apart from reorganiza- 
tions, were adopted for another purpose. 
They do not apply to a situation arising 
within Section 112. The definition of a 
‘partial liquidation’ in Section 115 (i) is 
specifically limited to use in Section 115. 

2 Mark Twain, ‘‘Extracts from Adam’s Diary,”’ 
Harper’s Monthly Magazine, April, 1901, p. 762. 


3 Commissioner v. Estate of Edward T. Bed- 
ford et al., 45-1 ustc { 9311, 325 U. S. 283. 
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To attempt to carry it over to Section 112 
would distort its purpose. That limitation 
is not true of Section 115 (a) which defines 
‘dividend’ for the purpose of the whole title. 
Accordingly, this definition is infused into 
Section 112 (c) (2). Under Section 115 (a) 
a distribution out of accumulated earnings 
and profits is a ‘dividend’, thus confirming 
the conclusion that a distribution of earn- 
ings and profits has the ‘effect of a distribu- 
tion of a taxable dividend’ under Section 
112 (c) (2). 

“Recapitalization does not alter the ‘ef- 
fect’. Although the capital of a company 
is reduced, the cash received is a distribu- 
tion of earnings and profits and as such 
falls within the federal tax. That the com- 
pany’s treatment of its stock dividends may 
bring consequences under State law requir- 
ing a capital reduction does not alter the 
character of the transactions which bring 
them within the federal income tax. Re- 
capitalization is one of the forms of re- 
organization under Section 112 (g) (1) 
(D). It cannot therefore be urged as a 
reason for taking the transaction out of 
the requirements of Section 112 and forcing 
it into the mold of Section 115. The reduc- 
tion of capital brings Section 112 into 
operation and does not give immunity from 
the requirements of Section 112 (c) (2). 


“Treating the matter as a problem of 
statutory construction for our independent 
judgment, we hold that a distribution, pur- 
suant to a reorganization, of earnings and 
profits ‘has the effect of a distribution of 
a taxable dividend’ within Section 112 (c) 
(2). As is true of other teasing questions 
of construction raised by technical pro- 
visions of Revenue Acts the matter is not 
wholly free from doubt. But these doubts 
would have to be stronger than they are 


to displace the informed views of the Tax 
Court.” 


6érIYHE SUPREME COURT’S refusal in 

the Bedford case to allow the technical 
form of the transaction to affect the result 
seems clearly sound. . .. In the Bedford 
case, the Supreme Court adopted a simple, 
workable construction of the phrase—has 
the effect of a distribution of a taxable 
dividend’—as used in Section 112 (c) (2).’” 
“From the standpoint of the fiscus the im- 


* Norris Darrell, *‘Cash Distributions in Reor- 
ganization Taxable as Dividends: The Scope of 
Commissioner v. Bedford Estate,’’ Proceedings 
of New York University Fourth Annual Institute 
on Federal Taxation (1945) (Albany, Matthew 
Bender & Company, Inc., 1946), p. 417. 

5Leo H. Hoffman, ‘‘Impact of the Bedford 
Case on Reorganizations,’’ Proceedings of New 
York University Sixth Annual Institute on Fed- 
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pact is good for the Bedford case makes 
very difficult, if not impossible, the escape 
of distributed corporate earnings from the 
dividend tax. .. . Thus it can be seen that 
the Bedford case carries terrifying tax con- 
sequences for the unwary in reorganiza- 
tions.” ° 


A parent corporation, P, surrendered 
some of its stock in a subsidiary company, 
S, in return for payment of P’s cost basis, 
which was much less than S’s accumulated 
earnings. “A dividend,” said the court, 
“ordinarily results in the distribution of 
earnings and profits to the stockholders 
and does not affect the proportionate 
ownership and control of the corporation 
by its stockholders. This was the net ef- 
fect of the distribution presently before us. 
. . . [P] earnestly contends that the re- 
demption of the stock was not a step in 
a plan to distribute earnings and profits to 
it as a stockholder and thus subject to the 
provisions of Section 115 (g), but was 
dictated by the reasonable needs of the cor- 
porate business. ... The force of this 
[reasonable needs] doctrine has been weak- 
ened by the recent pronouncements of... 
the Supreme Court. .. . See Commissioner v. 
Bedford’s Estate... .”* 


A corporation exchanged for its old com- 
mon stock an equal amount of new common 
and debentures (which could be sold sep- 
arately), for reasons advantageous to the 
stockholders. “The effect of this,” said 
the court, “was to siphon off that part of 
the book value of the shares attributable to 
earnings and profits... thereby effecting a 
distribution of those earnings and profits. 
That this distribution took the form of a 
recapitalization does not alter its effect nor 
its consequences under the Revenue Act. 

97 


The “effect” doctrine even has taken the 
place of “sound business purpose” in the 
opinion of one tribunal. ‘When a taxpayer 
argued that its transaction was not a re- 
organization because a corporate purpose 
was lacking, the court said: “At one time, 
in applying the so-called ‘business purpose’ 
test of the Gregory® case, the Tax Court did 
distinguish between ‘shareholder purpose’ 
and ‘corporate purpose’ in closely held cor- 
porations. . . . Whatever remaining utility 


eral Taxation (1947) (Albany, Matthew Bender 
& Company, Inc., 1948), pp. 279, 285. 

6 Pullman, Inc., CCH Dec. 15,596, 8 TC 292 
(1947). 

1 Heady v. Commissioner, 47-1 ustc J 9252, 162 
F. (2d) 699 (CCA-7). 

8 Gregory v. Helvering, 35-1 ustc { 9043, 293 
U. .S 465 (1935). See ‘‘Tax Classics,’’ 1948—V, 
TAXES—The Tax Magazine, May, 1948. 
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there may be in the ‘business purpose’ test, 
reliance upon such formula must not be- 
come a substitute for independent analy- 
sis.” ° 


VEN sound business purpose will not 

help if the effect of the transaction is 
akin to a taxable dividend. A bank reduced 
its capital, which it found inconveniently 
large, reducing the par value of its shares 
and paying cash ratably to all stockhold- 
ers. Said the court: “To consider the dis- 
tribution as made in pursuance of a plan 
of recapitalization under Section 112 will 
not help the [stockholders]. The effect of 
the distribution is not altered. . ... I am 
quite willing to find and do find that the 
purpose for which the Bank reduced its 
capital was a sound business one, but I do 
not consider that the existence of such a 
purpose, in view of the other circumstances 
present, is sufficient to overcome the 
statutory presumption that the distribution 
was a dividend for the purpose of taxation. 
Except for the purpose behind the distribu- 
tion it had the usual attributes of a dividend 
and had the effect of one, and there is noth- 
ing in the statute or the regulations that 
makes the purpose conclusive.” * 


Cash distributions are not limited to 
earned surplus. A corporation had capital- 


ized earnings by the issuance of nontax- 
able stock dividends. Subsequently (but 
before the taxpayer got his stock), the cor- 
poration reduced the par value of its shares 
and entered the amount of the reduction on 
the books as capital surplus; part of this 
reduction was comprised of earned surplus 
formerly capitalized by stock dividends. 
Said the court: “It was there [in the Bed- 
ford case] held that a distribution out of 
accumulated earnings and profits previously 
capitalized by a nontaxable stock dividend 
is taxable as an ordinary dividend under 
Section 115 (a). . . . The fact that the com- 
pany carried the amount resulting from the 
reduction of the par value of the shares 
as ‘capital surplus’ does not alter the fact 
that a part, at least, was ‘earned income’ for 
Federal tax purposes.” * 


Similarly, pro-rata distributions to stock- 
holders in a medium other than cash may 
be treated as dividends. A taxpayer and 


® Lewis et al. v. Commissioner, 49-2 ustc {] 9377, 
176 F. (2d) 646 (CA-1). 

10 Dunton et al. v. Clauson, 46-2 ustc { 9354, 
67 F. Supp. 839 (DC Me.). 

1 Long, CCH Dec. 14,625, 5 TC 327: (1945), 
aff'd 46-1 ustc J 9271, 155 F. (2d) 847 (CCA-6). 

2 Bazley v. Commissioner, 47-1 ustc { 9288, 
331 U. S. 737. Subsequently, the last sentence 
was modified to read: ‘‘And even if this trans- 
action were deemed a reorganization, the facts 
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his wife owned virtually all of the shares 
of a corporation which was recapitalized by 
exchange for the old shares of five times 
that number of new shares plus deben- 
tures. The corporation had a large earned 
surplus. Mr. Justice Frankfurter, the 
author of the Bedford decision, declared: 
“In the case of a corporation which has 
undistributed earnings, the creation of new 
corporate obligations which are transferred 
to stockholders in relation to their former 
holdings, so as to produce, for all practical 
purposes, the same result as a distribution 
of cash earnings of equivalent value, can- 
not obtain tax immunity because cast in the 
form of a_ recapitalization-reorganization. 
. . . And the facts would equally sustain 
the imposition of the tax on the debentures 
as a Situation under Section 112 (c) (1). 
... Commissioner v. Estate of Bedford... .”™ 
One writer observed that “after this victory 
in the Bedford case, the Treasury attacked 
all reorganizations and liquidations for the 
purpose of taxing distributions as’ divi- 
dends. Meeting with initial success, it 
then attempted to extend to security or 
debenture distributions the Bedford doc- 
trine that distributions out of earnings in 
a reorganization were taxable dividends.” * 


6¢POOT” in a reorganization may be 
treated as a dividend. O corporation 
was liquidated, its assets (largely securities) 
going to the stockholders who transferred 
a part of these assets to a new company, 
N -corporation, for N’s stock, in order to 
lessen the personal holding company sur- 
tax dangers. “It is not open to question on 
this record that the transfer of assets to 
[N] and the liquidation of [O] were part 
of the same plan. . . . While receipt of. the 
[N] stock by the [taxpayer] in exchange 
for her [O] stock is a type of reorganiza- 
tion calling for no recognition of gain’. . 
she recevied considerable other property 
and money, which are not permitted to be 
received without recognition of gain. There- 
fore ... if a distribution has the effect of 
the distribution of a taxable dividend, it 
is to be taxed as such to the extent of the 
distributee’s ratable share of undistributed 
corporate earnings and profits... . Com- 
missioner v. Bedford’s Estate... .’™ 


would equally sustain the imposition of the tax 
on the debentures under Sec. 112 (c) (1) and 
(2). Commissioner v. Estate of Bedford. .. ."’ 
Rehearing denied 47-2 ustc { 9373, 332 U. S. 752. 

13 Leopold Schorr, ‘‘Taxable Dividends in Re- 
organization Cases,’’ Proceedings of New York 
University Seventh Annual Institute on Federal 
Taxation (1948) (Albany, Matthew Bender & 
Company, Inc., 1949), p. 507. 

14 Hill, CCH Dec. 16,434, 10 TC 1096 (1948). 


321 





Stockholders, upon liquidation of their cor- 
poration, have tried to use the Bedford 
decision to show that the accumulated earn- 
ings of their corporation actually should 
have been lowered because of an ancient 
distribution equivalent to a taxable divi- 
dend. In this particular case, it was found 
that the early transaction had been a sale 
of assets to the corporation by a stock- 
holder and not a corporate reorganization; 
hence, the Bedford case was not involved.” 


Where the reorganization is not for the 
benefit of the stockholders, the court may 
be more lenient. Employees of a corpora- 
tion demanded stock participation, so two 
of the four stockholders agreed to sell some 
of their own shares back to the corpora- 
tion for subsequent use in connection with 
employee stock options. “The Commis- 
sioner relies upon Commissioner v. Estate of 
Bedford ... but we do not deem that case 
as in anywise controlling the question be- 
fore us. ... There was no pro rata distribu- 
tion to stockholders but the payment of 
purchase price to two of the four stock- 
holders, all of whom held substantial in- 
terests in the corporation. ... We seriously 
doubt whether redemption ever occurred. 
There was an express sale of assets to the 
corporation. The stock was not cancelled 
and we think it was not redeemed. .. . 
If all [the stockholders] received is to be 
treated as ordinary income, what becomes 
of the original investment, their original 
cost of the stock sold to the corpora- 
tion?” * 


When one of the three stockholders of a 
corporation died, the other two purchased 


his shares from his widow. Stock dividends 
subsequently were declared. Later, the cor- 
poration bought one third of each man’s 
shares to be held as treasury stock subject 
to resale; the purchase price was slightly 
in excess of the value of the shares given 
as a stock dividend. This was held to be 
a taxable redemption. The court declared 
that “we think that Commissioner v. Estate 
of Bedford, supra . . . has authoritatively 


- overruled the doctrine that the distribution 


of accumulated earnings in the cancellation 
or redemption of shares can never be 
‘essentially equivalent’ to the payment of 
a dividend, if the shares were originally 
issued for a bona fide corporate purpose: 
i.e. for a purpose other than to evade tax- 
ation. What other test will satisfy the 
language of Sec. 115 (g) we need not now 
attempt to say; perhaps the section covers 
all cancellations or redemptions which 
result in the distribution of accumulated 
earnings; perhaps there are some purposes 
for which a corporation may reduce its 
shares and distribute such earnings and 
yet the distribution will not be ‘essentially 
equivalent’ to the payment of a dividend. 
The answers to these questions must be left 
to future decision.” ™ 


One of the most common types of 
“distribution essentially equivalent to the 
distribution of a taxable dividend” is the 
redemption of a stock dividend that con- 
venienfly had been issued on a tax-free 
basis. As an abstruse philosopher declared: 
“To redeem what is past, and to transform 
every ‘It was’ into ‘Thus would I have it!’ 
—that only do I call redemption!”™ But 
the Commissioner calls it something else. 


WHY NOT REALLY WITHHOLD? 


“The system of collecting income taxes 
from individuals should be revised to... 
collect the maximum tax that is due on certain 
income items—salaries and wages, dividends 
and interest, and pensions and annuities... . 


“The tax withheld would be the actual 
tax due on the related income, instead of 
the present method of withholding the in- 
correct amount of tax all during the year. 
Tax returns are now required from all per- 
sons who had $600 income during the year, 
whether they report no tax due, or two 
dollars of tax owing, or three dollars tax 
overpaid and to be refunded. All that un- 
necessary work and annoyance could be 


18 Méyer, CCH Dec. 17,981, 15 TC —, No. 109 
(1950). 

16 Commissioner Vv. Snite, 49-2 ustc { 9470, 177 
F. (2d) 819 (CA-7). 
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dispensed with . . . . By withholding the 
correct tax at least ninety per cent of the 
taxpayers having taxable net income under 
$5000 could be excused from the filing of 
annual tax returns .... That procedure 
would eliminate at least 40 million tax returns 
as well as perhaps 30 million refunds . 


“As a result the government would save 
$50 million in salaries and the cost of ma- 
terials, printing, transportation, storage, etc., 
and a further saving of $50 million by the 
taxpayers for their direct costs of filing 
their tax returns... .”—Joseph A. Schafer, 
Philadelphia CPA, before the House Ways 
and Means Committee. 


1 Kirschenbaum et al. v. Commissioner, 46-1 
ustc f 9231, 155 F. (2d) 23 (CCA-2). 

18 Friedrich Nietzsche, Thus Spake Zarathus- 
tra (Thomas Common Translation) (New York, 
The Macmillan Company, 1916), p. 168. 
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Books ... 





Gifts and Deaths 


Guidebook to Federal Estate and Gift Ta*es. 
Commerce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1951. 
128 pages. $2. 


Simplifying -the determining of what 
transfers should be reported on estate and 
gift tax returns, how to report them and 
how to compute the ultimate tax is the 
aim of this practical CCH publication. The 
distinction of rules governing transfers 
made before or after the many critical dates 
forming lines of demarcation established by 
various revenue acts are of material assist- 
ance in reaching this aim. 


Of even greater significance is the treat- 


ment which separates from the great body 
of estate and gift tax law the elements that 
directly concern the treatment of gifts or 
of an estate, between January 1 and March 
15 (in the case of the gift tax), or between 
the date of death and fifteen months there- 
after (in the case of the estate tax). 


Other of the book’s helpful features are: 
the official forms, filled in with representa- 
tive figures demonstrating the correct pro- 
cedure at each step; official instructions am- 
plified with CCH explanations (keyed to 
the specific Code and Regulations sections 
governing them) interpreting the laws, etc. 
which give rise to the instructions. The 
convenience which the consolidation of this 
essential information provides is re-enforced 
by direct references to paragraphs in the 
CCH Feperat Estate AND Girt Tax RE- 
PORTER where cited Code or Regulations sec- 
tions are reproduced. 


The Ubiquitous Mr. Lasser 


Handbook of Tax Accounting Methods. 
Edited by J. K. Lasser. D. Van Nostrand 
Company, Inc., 250 Fourth Avenue, New 
York 3, New York. 1951. 897 pages. $12. 


This is the third in the series of hand- 
books issued under the editorship of Tax 
Man Lasser. The first hundred or so pages 
contain helpful hints for any business re- 


Books ... Articles 


. . Articles 


garding the minimization of its taxes. The 
remainder of the book is a collation of 
almost one hundred articles dealing with 
the tax accounting problems peculiar to 
particular industries. The list of the indus- 
tries treated runs the gamut of all gainful 
occupations— 


Doctor, lawyer, merchant, chief, 
Adman, oilman, cattleman~ 


Tax Planning—Excess Profits. J. K. Lasser 
and William J. Casey. Business Reports, 
Inc., 225 West 34th Street, New York 1, 
New York. 1951. 217 pages. $24. 


The new excess profits tax law has been 
analyzed in the light of the court decisions 
and rulings under earlier excess profits laws. 


The book begins with a check list of vari- 
ous business transactions which have a bear- 
ing on tax liabilities. There is a helpful 
chapter dealing with the arithmetic of the law. 


This manual, in loose-leaf form, is housed 
in a three-ring, flexible cover binder. 


The publisher’s plan is to furnish the 
buyer with supplementary materials, as is- 
sued, at no extra charge. This additional 
material will consist of working methods 
and work sheets, explanations of regulations 
when issued and an analysis of Treasury 
Department statistics as promulgated. 


Griswold on Taxation 


Cases and Materials on Federal Taxation. 
Erwin N. Griswold. The Foundation Press, 
Inc., 268 Flatbush Avenue Extension, 
Brooklyn 1, New York. Third edition, 1950. 
834 pages. $7.50. 


Ten years ago when the first edition of 
this book was published, it was the first law 
school book to deal solely with federal 
taxation. In the present day, taxation 
permeates the law, and there are few trans- 
actions which can be carried out without 
consideration of tax matters. More and 
more law schools have come to realize this 
point and offer a course in taxation in 
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either the second or third year of the study 
of law. 


This book is one of the university case- 
book series of the publishers. It is of par- 
ticular value to the law and accounting 
office because of the importance of the cases 
selected and the notes usually following 
each division. These notes are replete with 
citations to articles.on the subject of taxa- 
tion appearing if law reviews and other 
tax publications. 


How Others Do It 


Accounting Trends and Techniques in Pub- 
lished Corporate Annual Reports. American 
Institute of Accountants, 270 Madison Ave- 
nue, New York 16, New York. 1950. 143 
pages. $10. 


This book is the fourth annual cumula- 
tive survey of the accounting aspects of 525 
corporate annual reports. In addition, there 
are excerpts from and comments upon un- 
usual accounting treatments found in 600 
additional reports. 


This study was carried on by the Re- 
search Department of the American Insti- 
tute of Accountants as part of a long-term 


program of general research initiated in 
1946. 


Excess Profits Schedules 


1951 Excess Profits Tax Work Sheets for 
1950 Income. Commerce Clearing House, 
Inc., 214 North Michigan Avenue, Chicago 
1, Illinois. 1951. 63 pages. $2. 


The fifty-four schedules found herein 
have been designed by CCH editors to mini- 
mize the difficulties of assembling informa- 
tion for the excess profits tax return and 
to act as a guide in making the extremely 
complicated computations for which it calls. 
Though unofficial, ‘the schedules conform 
with the requirements of the Excess Profits 
Tax Law and it is expected they will also 
conform with the regulations and the 
return form when issued. They may be 
attached to the return whenever it calls for 
a schedule or whenever the taxpayer wishes 
to amplify the information submitted. A 
check list of the amounts that must be taken 
from the corporation’s books, keyed to the 
schedules and item numbers where each 
amount is called for, will eliminate much 
unnecessary inconvenience and delay. De- 
signed specifically for calendar year 1950 
and base period calendar years 1946-1949, 
the schedules may (with minor changes) 
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be adapted to fiscal years for correspond- 
ing periods or for short periods. As it is 
recognized that computations may have to 
be made for five, rather than four, base 
period years by some taxpayers, provision 
has been made in many of the schedules 
by adding a section for such “other” years 
in addition to those for the customary four- 
year 1946-1949 base period computations. 


Everybody an Economist 


Basic Economics, A Book of Readings. 
Edited by Arthur D. Gayer, C. Lowell 
Harriss and Milton H. Spencer. Prentice- 
Hall, Inc., 70 Fifth Avenue, New York 11, 
New York. 1951. 624 pages. $2.95. 


This book is a collection of articles and 
short pieces, by many authors and from 
various sources, which shed light on some 
of the dark spots in the broad field of 
economics, a field defined by Alfred Mar- 
shall, one of the authors, as “a study of 
men as they live and move and think in 
the ordinary business of life.” 


The collators are well-known professors, 
with more right to use the title “economists” 
than many who do. They admit that many 
of the pieces selected do not reflect their 
own opinions. Influencing the reader or the 
student with their own ideas was not their 
purpose. There is a selection from the 
NAM, several from the Chamber of Com- 
merce of the United States, as well as a 
few heavy academic treatises on the subject. 
Adam Smith is included, as are Marx and 
Engels. 


He who on his own time would like to 
be his own economist will probably learn 
faster with this collation than he who starts 
off with academic textbooks. None of the 
pieces is beyond the “grasp of the serious- 
minded neophyte.” 


Old Names, New Issues 


Current Issues in Federal Taxation. The 
American University Tax Institute Lec- 
tures, Volume 3.. Edited by Fritz Karl 


Mann. Matthew Bender & Company, Inc., 
109 State Street, Albany, New York. 1951. 
374 pages. $7.50. 


Many of the papers presented before the 
1949 American University Institute on Fed- 
eral Taxes are by TAxEs authors. 


Hugh C. Bickford in his paper, “Corpo- 
rate Income from Cancellation of Indebt- 
edness,” reassures those who find themselves 
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confused about the tax treatment of can- 
cellation of debt, as he reconciles what the 
Code and the Regulations and decisions 
have to say about it. 


In the opening paper, “Basic Considera- 
tions,” Paul J. Foley pleads the case of the 
taxpayer, asking that legislation be effected 
to correct the conflicts now existing be- 
tween accounting principles and the tax law. 


* Testimony and decisions of much-dis- 
cussed criminal tax cases work their way 
through the Meyer Rothwacks discussion of 
two subjects of interest in the criminal tax 
prosecution field—(1) the so-called Spies 
question and (2) proof of unreported in- 
come by certain types of circumstantial 
evidence—in his paper on “Problems in 
Criminal Tax Prosecutions.” 


“Taxation of Corporate Distributions” 
by James S. Y.. Ivins and “Earnings or 
Profits and Other Sources of Non-Liqui- 
dating Corporate Distributions” by Paul 
E. Treusch, along with many other issues 
of current interest, are given learned treat- 
ment and thoughtful interpretation. 


Inflated Values Are Taxed Too 


Tax Savings in Real Estate Transactions. 
Bureau of Analysis, Davenport, Iowa. 1951. 
98 pages. $5. 


This book deals with those few sections 
of the Internal Revenue Code which are 
so important to real estate brokers and 
which have been products of so much con- 
fusing litigation. (This confusion seems to 
be more acute in regard to real estate trans- 
actions than it is to other buying and 
selling deals.) As stated in the title, the 
book looks for, and points out to the reader 
the possibilities of, saving taxes. The sav- 
ing procedure explained is that which may 
be had by the careful ordering of one’s 
affairs within the framework of the law. 


The material is arranged under chapter 
headings as follows: Sales, Purchases, Ex- 
changes, Leases, Defaulted Mortgages. The 
book is not designed as a set of rules which 
can be used to solve a tax problem; rather, 
it is designed to indicate a line of thought 
and inquiry which will produce desired re- 
sults. It is not intended as a treat-yourself- 
at-home volume on tax problems. When 
legal advice is needed, the editorial board 
urges consultation with a competent advisor. 


The book has been prepared under the 
auspices of the National Institute of Real 
Estate Brokers of the National Association 
of Real Estate Boards. 


Books . .. Articles 





Hail to Thee, Blithe Spirits! 
(Tax Free Thou Sometimes Wert) 


The Liquor Tax in the United States, 
1791-1947. Tun Yuan Hu. Graduate School 
of Business, Columbia University, New York 
27, New York. 1950. 188 pages. $2.75. . 


The “object of government, in laying 
duties on spirits was not to check 
the use, but to raise money.” Dr. Hu’s 
dissertation shows graphically how this 
intent (expressed by Albert Gallatin, Secre- 
tary of the Treasury from 1801 to 1813) 
has been accomplished—albeit sporadically 
—since the introduction of the first liquor 
tax in 1791 by Alexander Hamilton, up to 
and including its status in 1947. 


It is difficult to understand why such a 
study has not been undertaken before, as 
the federal liquor tax is neither fiscally 
insignificant (the $2,474,763,443 in revenue 
brought by the tax in 1947 compares ade- 
quately with that year’s total tax revenue 
—$39,605,242,074) nor dull in its develop- 
ment (obvious from the riots, mob violence, 
prohibition and bootlegging which have 
marred its history). 


In his work, Dr. Hu gives a scholarly 
and accurate treatment to the tax’s growth, 
bringing an understanding of the combina- 
tions of circumstances leading to its suc- 
cesses and failures. 


The printing of a limited number of 
copies of this paper is being sponsored by 
Columbia University’s Graduate School of 
Business as part of an experiment which 
will bring papers prepared by students in 
the school to interested persons. . 


ARTICLES 


Tax Fraud .. . Policies and procedures 
in the prosecution of income tax fraud cases 
are discussed by the Chief of the Criminal 
Tax Section of the Department of Justice 
in this recent article. It is his thesis that if 
enforcement of criminal law to protect the 
revenue is to be fair and effective, the poli- 
cies and procedures of the department must 
be made familiar to the members of the 
legal and accounting professions who repre- 
sent taxpayers in criminal fraud cases.— 
Smith, “Policies and Procedures in Income 
Tax Fraud Cases,” Tennessee Law Review, 
December, 1950. 


Corporate Distributions in Kind—Their 
Tax Aspects . . . The author notes that 
“it is indeed a matter of remark that the 
federal income tax consequences of even 
routine manifestations of corporate existence 
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so often remain unpredictable. Nowhere is 
this uncertainty, more strikingly apparent 
than in the field of corporate distributions 
in kind.” He further asserts that upon 
examination of decided cases, no single unify- 
ing principle or interrelated series of con- 
sistent principles can be said clearly to have 
emerged. Of commentators on the subject, 
he states that the “most thorough wrote 
before the full purport of the scanty stat- 
utory law on this subject had been illumined 
by authoritative case law; the glosses of 
the more recent writers . . . are either too 
brief and summary, or too zealous on behalf 
of an employer—past, present or future.”— 
Molloy, “Some Tax Aspects of Corporate 
Distributions in Kind,” Tax Law Review, 
November, 1950. 


Revenue Charge or Capital Expenditure? 
In distinguishing revenue charges 
from capital expenditures in the computa- 
tion of income tax, one of the most im- 
portant of all criteria, according to an 
accounting professor at Western Reserve 
University, is the creation of a new unit. 
Where such a unit has been created, the 
courts have been inclined to declare the 
expenditures involved as capital items. 


Also, this criterion “has probably been 
the real focal point of the largest number 
of contested cases,” he tells his readers. 
He outlines three ways in which such new 
units may be created.—Shugerman, “Basic 
Criteria for Distinguishing Revenue Charges 
from Capital Expenditures in Income Tax 


Computations,” Michigan Law Review, De- 
cember, 1950. 


Making the Most of the Marital Deduc- 
tion . . . Ever since enactment of the 
1948 Revenue Act, insuring his clients of 
the maximum benefit of the marital deduc- 
tion has been a. difficult problem for the 
legal draftsman. The task is further com- 
plicated by the provisions of the act which 
reduce the deduction by the amount of any 
taxes payable out of the share of the estate 
which passes to the surviving spouse. 


Two Chicago attorneys suggested a for- 
mula for obtaining the maximum deduction 
through use of residue. Concerning the 
formula approach, they point out that “its 
flexibility permits the testator to pass to 
his wife the exact amount necessary to 
obtain the maximum marital deduction with- 
out the risk of unnecessarily transferring 
to her any greater amount.”’—Kiley and 
Golden, “A Residue Formula for Maximum 
Marital Deduction,” Trusts and Estates, No- 
vember, 1950. 


Tax Problems in Installment Financing 
. . . Dealers’ reserves, which give rise to 
accounting and tax problems, are clarified 
in an article by a Newark CPA. He decries 
the frequent lack of clarity in agreements 
between dealers and finance companies, 
which often do not reflect the rights of 
either participant.— Herzberg, “How to 
Handle Tax and Accounting Problems of 
Dealers’ Reserves in Installment Financ- 
ing,” Journal of Accountancy, October, 1950. 


CANADIAN TAXES ON YANKEE INVESTMENTS— 
Continved from page 308 


group of test wells drilled to an aggregate 
depth of 25,000 feet to test a “significant 
strategraphic trap.” The costs in question 
are drilling costs and exclude geological 
and geophysical expenditures. The deduc- 
tion is allowable only if the wells are 
unproductive. While the deduction was origi- 
nally allowable only in 1950, it has been 
extended to apply to wells spudded in dur- 
ing 1951." Again the deductions are not 
available to individuals, but only to corpora- 
tions, associations, syndicates and partner- 
ships.” The deduction is allowable only with 
™ Section 53(5), 
Canada, 1949. 


% Section 46(5), 
Canada, 1950. 


Chapter 25, Statutes of 


Chapter 40, Statutes of 
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the consent of the Governor in Council given 
upon the recommendation of the-Minister of 
Mines and Resources, ‘and, therefore, a rul- 
ing should be obtained prior to such 
drilling. 

In addition to the deduction of such drill- 
ing costs from gross income, thirty per 
cent of such costs may be credited against 
the amount of income tax due for the year. 
In effect, therefore, Canada pays for thirty 
per cent of the drilling cost in addition to 
allowing the full deduction thereof from 
gross income. [The End] 


7 The deduction is also allowable to such 
taxpayers even though the outlay was effected 
by a‘ contribution to another such organization 
in which the contributor was a shareholder, 
member or partner. (Section 53(6), Chapter 25, 
Statutes of Canada, 1949.) 
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Federal Taxes 
INCOME 

Insurance premiums paid by employer.— 
Facts: A life insurance policy was purchased 
for the taxpayer by his employer. The des- 
ignated beneficiary of the policy was the 
taxpayer’s wife. The net premium, after 
the application of dividends, was consider- 
ably less than the gross premium paid by 
the employer in 1944. Two years later, the 
taxpayer surrendered the policy to the in- 


surer and the employer received the cash . 


value thereof. The taxpayer agrees that the 
premium paid by his employer constituted 
additional income to him, but a decision 
must be made as to whether the amount of 
the gross or the net premium is to be in- 
cluded in his income. 


Decision: Only the net premium is includ- 
ible in the taxpayer’s income. Also, the tax- 
payer cannot prorate the 1946 cash value 
over the period the policy was in force and 
reduce the premium by the amount allocable 
in 1944, since the policy had no cash value 
in 1944.—Sturgis, Jr., CCH Dec. 18,121(M) 
(10 TCM 136). 

GIFT 

Transfer to minors.—Facts: The taxpayer 
made gifts of stock to his three grandchil- 
dren, who were minors. The stock was 
transferred directly to the children, and in 
his gift tax return for that year the tax- 
payer took the annual exclusion for each 
grandchild but stated that the gifts were 
made to the father of the children as trus- 
tee. On the same day that the gifts were 
made, the children’s father executed a trust 
stating that: he held the shares of stock in 
trust for his children; the beneficiaries were 
to receive the benefit of the income from 
the stock; the trust for each beneficiary 
would terminate at the time each reached 
twenty-one years of age. During the next 
year, dividends were paid and the checks 
were made out in the names of the children. 
The mother of the children endorsed them 


Interpretations 








Administrative «e« 





as natural guardian or as trustee and de- 
posited them in accounts of the respective 
children. No withdrawals were made against 
the deposits. Were they outright gifts or 
gifts of future interests? 


Decision: The trust agréement executed 
by the father of the children and the return 
of the taxpayer showing the gifts as made 
to the father in trust for the children were 
executed without a genuine understanding 
of their import. The taxpayer had no in- 
tention of creating a trust. The gifts were 
outright gifts, not gifts of a future interest, 
and the taxpayer was entitled to the annual 
exclusion. The fact that the beneficiaries 
were minors did not preclude the possibility 
of an outright gift—Daniels v. Commissioner, 
CCH Dec. 18,135(M) (10 TCM 147). 


State Taxes 
FRANCHISE 

Maryland gross receipts tax on imports 
and exports.—Facts: Maryland imposes a 
franchise tax on steam railroad companies 
apportioned to the length of their lines 
within the state. The taxpayer challenges 
the validity of the tax under the import- 
export clause of the Constitution insofar 
as the gross income by which the tax is 
measured includes revenues derived from the 
handling of goods moving in foreign trade. 


Decision: A gross receipts tax imposed on 
revenues of a railroad derived from the 
handling of goods moving in foreign com- 
merce is valid. While a state is prohibited 
from imposing a tax on the articles of im- 
port and export, no prohibition exists with 
respect to a tax imposed on the handling 
of such articles at the port. An article may 
be an export and immune from tax long 
before or long after it reaches the port, but 
when the tax is on activities connected with 
the export or import, the range of im- 
munity cannot be so wide.—Canton Railroad 
Company v. Rogan et al., 2 State TAx CASES 
{ 200-041 (U.S. S. Ct.). 
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INCOME 

Out-of-state income of Minnesota resi- 
dent.—Facts: The taxpayer, a contractor, 
built a portion of highway in Canada under 
a cost-plus contract with the federal gov- 
ernment. The contract provided that the 
taxpayer was to receive a fixed fee which 
was to constitute complete compensation 
for his services, including his profit and all 
general overhead expenses. In addition, it 
provided that taxpayer was to receive re- 
imbursement for his expenses and rental for 
his road-building equipment. Title to the 
supplies for which reimbursement was pro- 
vided vested in the government upon de- 
livery at the work site. The contract did 
not specify or require any services of the 
taxpayer himself, although he had to keep a 
qualified representative on the job to re- 
ceive orders and see that the work crews 
carried them out. The question concerned 
whether income in the form of a fixed fee 
received by a Minnesota resident under such 
a contract is taxable under Minnesota law. 


Decision: Pursuant to Minnesota law, the 
entire income of a Minnesota resident re- 
ceived as compensation for labor or per- 
sonal services or derived from a business 
consisting principally of the performance 
of personal or professional services is as- 
signable to Minnesota without regard to 
where the particular labor or services were 
performed. However, where a resident de- 
rives income from a nonpersonal service 
enterprise conducted entirely in Canada, 
such income is not assignable to Minnesota. 
—Bolier v. Commissioner of Taxation, 2 STATE 
Tax Cases § 250-125 (Minn. S. Ct.). 


SALES 

Delivery of products outside Alabama,— 
Facts: Sales tax was imposed on the gross 
receipts derived by the taxpayer, an Alabama 
corporation, from sales of patterns. The 
patterns were used by the taxpayer to make 
castings for the customers who had ordered 
the patterns. Each of such sales was made 
to buyers outside Alabama. The castings 
were sent to the customers outside of Alabama, 
but the castings were retained by the tax- 
payer until the customers wanted them. The 
customers were billed separately for the 
patterns and the castings, and title to 
the patterns passed at the time of billing. The 
taxpayer opposed the levy of the Alabama 
sales tax on the sales of these patterns, 
contending that the sales were in interstate 
commerce. 


Decision: The sales of the patterns and 


the sales of the castings constituted separate 
and distinct transactions. Therefore, the 


right of the state to tax the sales of the 
patterns was not affected by the interstate 
character of the sales of the castings. The 
sales of the patterns were complete when 
the taxpayer billed its purchasers for them. 
Thereafter, taxpayer held the patterns in 
storage on behalf of the purchasers in ac- 
cordance with an understanding between 
them. The purchase price had been paid.* 
The evidence shows the parties understood 
that the transaction was wholly completed 
in Alabama, and since sales completed en- 
tirely within a state are not deemed to have 
been made in interstate commerce, the sales 
of such patterns are subject to Alabama sales 
taxation—Mobile Stove & Pulley Manu- 
facturing Company, Inc. v. State of Alabama, 
2 State TAx Cases {250-119 (Ala. S. Ct.). 


INHERITANCE 

Annuity of widow of civil service em- 
ployee in District of Columbia.—Facts: Un- 
der the civil service retirement laws, the 
wife of the decedent, a United States Gov- 
ernment employee, was entitled to an annu- 
ity from the date of his death for her life 
or until her remarriage. Is this annuity sub- 
ject to District of Columbia inheritance 
taxation? 


Decision: The right of the widow to re- 
ceive the annuity was not a right transferred 
from the decedent but was a right created 
by law and, therefore, was not subject to 
inheritance taxation—Capps v. District of 
Columbia, CCH INHERITANCE ESTATE AND 
Girt Tax Reports § 17,328 (D. C. BTA). 


Washington definition of “stepchildren.” 
—Facts: The decedent’s husband was the 
father of two minor children by a former 
marriage at the time of his marriage to the 
decedent. After the decedent’s husband 
died, the filial relationship continued be- | 
tween the decedent and the children until” 
her death. The bulk of her: estate was 
bequeathed to her “stepsons.” The problem 
concerned the determining of the class of 
beneficiaries into which these two persons 
fall. The answer to this determines the 
amount of inheritance tax which must be 
levied upon the property. 


Decision: The fact that the natural parent 
died before the stepparent did not change 
the children’s status with respect to the 
surviving stepparent. They were, therefore, 
entitled to Class A rates and exemptions as 
“stepchildren” of the decedent.—IJn the Matter 
of the Estate of Sarah Esther Bordeaux, 
CCH INHERITANCE ESTATE AND Girr TAX 
Reports {17,312 (Wash. S. Ct.). (Note: 


(Continued on. page 336) 
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Canadian Tax Letter 


Income or Capital Gain? 


The taxpayer was incorporated in 1938 
and was a wholly-owned subsidiary of a 
parent corporation in the United States. 
Its fiscal period ended on December 31 
each year. It purchased most of its goods 
from the parent company and was required 
to pay for them in United States dollars. At 
the end of each fiscal period it was greatly 
indebted to the parent company. 


During the war years, the Canadian dollars 
were at par with the American dollars but 
between 1939 and 1945, inclusive, the tax- 
payer set up an account to pay for the 


additional amount in Canadian funds to - 


liquidate its indebtedness in terms of 
the United States dollars. This covered the 
taxpayer’s purchases on open account. The 
taxpayer also received certain loans from 
its parent company which were still out- 
standing in the 1946 fiscal period. The 
additional amount of Canadian funds neces- 
sary to pay off these loans in United States 
funds was $3,675. It also owed an amount, 
called “the prior account,” which was in- 
curred before 1939. No increased amount 
was set up for this account until its fiscal 
period ending in 1945, when an additional 
sum of $3,140.21 was entered in its books 
to take care of the debt in Canadian dollars. 
In 1946, the Canadian dollar went to par 
in terms of the United States dollar. 


The taxpayer appealed against the in- 
clusion of the profit made on foreign ex- 
change. The taxpayer submitted that if any 
gain was made in 1946 by the use of a lesser 
amount in Canadian funds to pay off its 
indebtedness, this transaction had nothing 
to do with the determination of its income, 
the contention being that such gain would 
be in the capital field in respect of debts 
brought forward from previous years. It 
also submitted that it was an isolated trans- 
action on which profit should not be taxed 
or that it was a fortuitous gain which is 
not taxable. 

The Board held that the profit made on 
foreign exchange with respect to the tax- 
payer’s open account was clearly connected 
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with the carrying on of business and made 
in the discharge of its bills and was, there- 
fore, taxable under Section 3 of the Income 
War Tax Act. The sum of $3,675, repre- 
senting profit on exchange in connection 
with the repayment of loans, was held to 
be profit of a capital nature on borrowed 
capital and was not income. The issue 
concerning the amount of $3,140.21, being 
considered to be profit in respect of “the 
prior account,” was sent back for recon- 
sideration of the facts—No. 12 v. Minister 
of National Revenue, CCH Dominion Tax 
CasEs { 1-210. 


NOTHER dispute concerned a taxpayer 

who was employed continuously by a life 
insurance company. Between the years 1943 
and 1947 he purchased several properties 
and resold most of them. The taxpayer 
objects to an assessment for the year 1946 
when the Minister added the profit from 
such sales made in that year to the tax- 
payer’s declared income. The taxpayer sub- 
mitted that the profit was not income but 
was in the nature of a capital gain upon the 
realization of an investment, since he had 
not at any time carried on the business of 
buying and selling houses. 

It was the Board’s decision that it is a 
question of fact whether or not the profits 
from the purchase and sale of the properties 
constituted capital gain or whether or not 
he was engaged in activities for the purpose 
of realizing a profit. He had constant re- 
lations with real estate agents and received 
certain “commissions” or “gifts” for send- 
ing them prospective clients. If the reason 
for the purchase of all these properties was 
to invest money, why did he sell each of 
them so soon after purchasing them? In 
addition, he had been informed “that it 
would be a good market and the real estate 
would increase.” 

There is no doubt that he intended to 
resell them in the hope of realizing a profit 
and that he was engaged in carrying on a 
business or activities for the obvious pur- 
pose of making a profit, which profit is 
income to the taxpayer within the meaning 
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of the Income War Tax Act.—Cragg v. 
Minister of National Revenue, CCH Domin- 
10N TAx Cases { 1-173. 


7 taxpayer in another capital-gains 
case was a retired druggist who pur- 
chased farm A as an investment and later 
decided to operate it as a chicken farm. 
Since this farm had an insufficient water 
supply, he purchased farm B. It was later 
found that farm A had a very constant flow 
of water. The. taxpayer, preferring farm A, 
decided to sell farm B. In the meantime, 
however, the Planning Act was passed and 
the municipal council designated the area 
as an “urban development area.” Therefore, 
the taxpayer was forced to subdivide farm 
B in order to dispose of it. He claimed that 
the moneys received from the sale of those 
lots were not taxable as income but were an 
appreciation of capital. : 


The Board held that since it was im- 
possible to dispose of the farm without sub- 
dividing it, the taxpayer complied with 
the law when he disposed of it in individual 
lots. The moneys received were an ap- 
preciation of capital and not income.—Lapp 
v. Minister of National Revenue, CCH Do- 
MINION TAX CASEs f 1-190. 


* this case, the. taxpayer was a logging 
company which sold a timber limit. The 
Minister added.the profit to the taxpayer’s 
declared income. The taxpayer claimed that 
it was not engaged in the business of buying 
and selling timber limits but had originally 
purchased it for logging purposes. It was 
the realization of an asset which it found 
uneconomical to exploit or work itself. 


It was decided that one of the objects of 
the company was to acquire and sell timber 
lands, etc. The moneys realized from the 
sale were moneys realized in the course of 
its profit-making business and were taxable 
income and not capital appreciation—Cabus 
Creek Logging Company, Ltd. v. Minister 
of National Revenue, CCH Dominion Tax 
CAsEs § 1-191. 


bie case concerned a policeman who 
built several apartment blocks and later 
resold them. The Minister added the profits to 
his declared income and assessed: him accord- 
ingly. The taxpayer submitted that the profits 
were not income but were capital gain. He 
claimed that his reason for building was to 
provide a home for his family and to make 
investments, but that he sold them because 
they were not what he wanted or because 
he was afraid he would lose his money. 
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The appeal was allowed in part and re- 
assessment ordered. There were some in- 
correct calculations and undeclared profit, 
but the Minister has the power under 
Section 55 of the Income War Tax Act to 
make subsequent assessments. It is a ques- 
tion of fact whether or not the profits from 
the sale of the properties constituted capital 
gain or whether or not the appellant was 
engaged in activities for the purpose of real- 
izing a profit. From the facts, it was ap- 
parent that the appellant was engaged in 
carrying on a business for the obvious pur- 
pose of making a profit; this profit is income 
under Section 3(1).—Campbell v. Minister of 
National Revenue, CCH Dominion Tax 
Cases ¥ 1-185. 


Revenue from United States Sources 


The taxpayer, who was not engaged in 
trade or business in the United States, 
owned certain rights in oil wells in the 
United States and received revenue from 
the sale of the crude oil obtained from such 
wells. This revenue was subject to a with- 
holding tax in accordance with the Canada- 
United States Reciprocal Tax Convention, 
1942, which tax was withheld by the pur- 
chasers without an allowance being made 
for depletion. 


The taxpayer received $473.74 from that 
source in 1948 and used that amount in 
calculating the credit for foreign tax, which 
he claimed to be $71.08. The Minister 
allowed a credit of $57.64, based on the 
amount of $336.36 which he claimed was 
the taxable portion in Canada of the amount 
received from a foreign country. 

The Board pointed out that in determin- 
ing the income from oil and gas wells, under 


- Section 5(1)(a) of the Income War Tax 


Act, a deduction is allowed for depletion. 
Therefore, while the full amount received 
by the taxpayer was income in the United 
States, only part of it was income in Canada. 

Section 8(1) allows a credit only in re- 
spect of income as determined by the 
Canadian act and excludes what may be 
income for the purpose of the income tax 
legislation of the foreign country but which 
is capital under Canadian income tax legis- 
lation. Under Article 15 of the Canada- 
United States tax conventjpn, a deduction 
is allowed on income from sources within 
the United States which was taxed there, 
but this paragraph is subordinated to the 
provision of Section 8 which determines 
income.—Munich (Jr.) v. Minister of National 
Revenue, CCH Dominion TAx CaSEs f 1-211. 
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State Tax Calendar 


ALABAMA 


May 1—Automobile dealer reports due. 
May 10—Alcoholic beverage reports and 
tax of public service licensees due— 
Aicoholic beverage reports of wholesalers 
and distributors due—Automobile dealer re- 
ports due—Tobacco stamp and use tax 
reports and payment due.—Tobacco whole- 
saler and jobber reports due. May 15— 
Gasoline reports from carriers, warehousers 
and transporters due.—Lubricating oils re- 
ports from carriers, warehousers and trans- 
porters due——Motor carrier mileage tax 


reports and payment due.—Oil and gas con-: 


servation tax reports and payment due.— 
Oil and gas production tax reports and 
payment due. May 20—Automobile dealer re- 
ports due—Coal and iron-ore mining tax 
reports and payment due.—Diesel fuel tax 
reports and payment due.—Gasoline tax re- 
ports and payment due.—Lubricating oils 
tax reports and payment due.—Motor fuel 
tax reports and payment due.—Sales tax re- 
ports and payment due. 


ARIZONA 


May 5—Alcoholic beverage licensee re- 
ports due. May 7—Property tax second 
semiannual installment due (last day). 
May 10—Malt, vinous and spirituous liquor 
wholesaler tax reports and payment due. 
May 15—Gross income tax reports and pay- 
ment due. May 20—Motor carrier tax 
reports and payment due.—Property reports 
due (last day).—Use fuel tax reports and 
payment due. May 25—Motor vehicle fuel 
distributor, wholesaler and carrier tax re- 
ports and payment due. 


ARKANSAS 


May 10—Alcoholic beverage reports due. 
—Motor fuel carrier reports due.—Natural 
resources statements of purchases due. 
May 15—Compensating (use) tax reports 
and payment due.—Income and information 
reports and payment of first installment of 
tax due. May 20—Gross receipts tax re- 
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. . If the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day . . 


ports and payment due.—Use fuel tax re- 
ports and payment due. May 25—Motor 
fuel tax reports and payment due.—Natural 
resources .severance tax reports and payment 
due. 


CALIFORNIA 


May 1—Distilled spirits tax reports and 
payment from common carriers due.—Gaso- 
line tax reports and payment due. May 
15—Alcoholic beverage import reports from 
common carriers due—Beer and wine tax 
reports and payment due.—Distilled spirits 
tax reports and payment due.—Use fuel tax 
reports and payment due. May 20—Gross 
receipts tax reports and payment from 
motor carriers due. May 28—Property re- 
ports due (last day). 


COLORADO 


May 1—Franchise tax due. May 5— 
Alcoholic beverage manufacturer reports - 
due.—Motor carrier tax due. May 10— 
Motor carrier reports due. May 14—Sales 
tax reports and payment due.—Use tax re- 
ports and payment due. May 15—Coal mine 
owner reports due.—Coal tonnage reports 
due. May 20—Property reports due (last 
day). May 25—Diesel fuel tax reports and 
payment due.—Gasoline tax reports and 
payment due. 


CONNECTICUT 


May 15—Gasoline use tax reports and 
payment due. May 20—Alcoholic beverage 
tax reports and payment due. May 25— 
Gasoline tax reports and payment due. 


DELAWARE 


May 7—Steam, gas and electric company 
reports due. May 15—Alcoholic beverage 
reports from manufacturers and importers 
due.—Gasoline reports from filling stations 
due. May 31—Gasoline tax reports and 
payment from distributors and reports from 
carriers due. 
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DISTRICT OF COLUMBIA 


May 10—Alcoholic beverage licensed 
manufacturer, wholesaler and retailer re- 
ports due.—Beer licensed manufacturer and 
wholesaler reports due. May 15—Beer tax 
due. May 20—Sales tax reports and pay- 
ment due.—Use tax reports and payment due. 
May 25—Gasoline tax reports and payment 
due. 


FLORIDA 


May 1—Auto transportation company tax 
reports and payment due. May 10—Alco- 
holic beverage manufacturer and dealer tax 
reports and payment due. May 15—Al- 
coholic beverage reports from transporters 
and carriers due—Gasoline tax reports and 
payment from nondistributors and carriers 
due.—Motor vehicle fuel use tax reports 
and payment due. May 20—Admissions 
tax reports and payment due.—Rental tax 
reports and payment due.—Sales tax re- 
ports and payment due.—Use tax reports 
and payment due. May 25—Gasoline sales 
tax and storage tax reports and payment 
due.—Oil and gas production tax reports 
and payment due. 


GEORGIA 


May 1—Bank share reports due (last 
day).—Property reports in counties of 
200,000 or more due (last day). May 10— 
Cigar and cigarette wholesale dealer re- 
ports due—Distilled spirits wholesale dealer 
reports due.——Motor carrier reports due. 
May 15—Malt beverage tax reports due. 
May 20—Gasoline tax reports and payment 
due. May 31—Sales tax reports and pay- 
ment delinquent.—Use tax reports and pay- 
ment delinquent. 


IDAHO 


May 1—Mining claim reports due (last 
day).—Ore severance reports due. May 
14—Property reports from car companies 
(except sleeping car companies), railroads, 
transmission lines, telephone and telegraph 
companies due. May 15—Beer dealer, 
brewer and wholesaler reports due-—Ciga- 
rette wholesaler drop shipment reports due. 
—Electric power company tax reports and 
payment due.—Gasoline tax reports and 
payment due. May 25—Gasoline dealer tax 
reports and payment due—Use fuel tax 
reports and payment due. 


ILLINOIS 


May 1—Bank share tax due in Cook 
County (last day).—Personal property tax 
due in Cook county.—Real property tax 
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semiannual installment due in Cook County. 
May 10—Mileage tax reports and payment 
from motor carriers due. May 15—Alcoholic 
beverage reports due.—Cigarette reports 
due.—Public utility tax reports and pay- 
ment due.—Sales tax reports and payment 
due. May 20—Gasoline tax reports and 
payment due. May 30—Gasoline reports 
from transporters due. : 


INDIANA 
May 1—Alcoholic vinous beverage tax 


_due.—Property reports from private car 


companies due. May 7—Property tax semi- 
annual installment due. May 10—Ciga- 
rette distributor interstate business reports 
due. May 15—Alcoholic vinous beverage 
tax due.—Cigarette distributor drop ship- 
ment reports due—Property reports due 
(last day).—Use fuel tax reports and pay- 
ment due. May 20—Intangibles reports 
from banks and trust companies due— 
Intangibles tax reports and payment from 
building and loan and production credit 
associations due.—Share tax reports and 
payment from banks and trust companies 
due. May 25—Gasoline tax reports and 
payment from distributors and carriers due— 
Use fuel tax reports and payment from fuel 
dealers due. 
IOWA 


May 1—Bank share reports due (last 
day).—Property reports of electric trans- 
mission line, telephone and telegraph, elec- 
tric light and power, gas, waterworks and 
street railway companies due. May 10— 
Beer tax reports and payment from Class 
“A” permittees due.—Gasoline tax reports 
and payment from carriers due. May 20— 
Gasoline tax reports and payment due. 


KANSAS 


May 10—Malt beverage reports due. 
May 15—Alcoholic liquor manufacturer and 
distributor reports due-—Compensating tax 
reports and payment due—Gasoline and 
fuel use reports from carriers due.—Gross 
ton mileage tax reports and payment from 
motor carriers due. May 20—Alcoholic 
liquor retailer reports and payment due.— 
Sales tax reports and payment due.—Use 
fuel tax reports and payment due. May 25 
—Gasoline tax reports and payment due. 
May 31—Express company reports due 
(last day). 


KENTUCKY 


May 2—Stored distilled spirits tax due. 
May 10—Distilled liquor blender and rec- 
tifier tax due. May 15—Alcoholic beverage 
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reports due.—Fuel use tax reports and pay- 
ment from transporters due—Mileage tax 
from passenger carriers due. May 20— 
Cigarette wholesaler reports due.—Oil pro- 
duction tax reports and payment due. May 
31—Amusement and entertainment reports 
and tax due—Gasoline reports from re- 
finers and importers due—Gasoline tax 
reports and payment from dealers and trans- 
porters due.—Gross receipts tax reports and 
payment from public utilities due—Motor 
vehicle fuel use tax reports and payment 
due. 


LOUISIANA > 


May 1—Pipeline transportation tax due. 
—Public utility license tax due—Soft 
drinks reports due—Tobacco reports due. 
May 10—Beer importer reports due— 
Gasoline importer reports due.—Kerosene 
importer reports due—Lubricating oils im- 
porter reports due. May 15—Beer carrier 
reports due.—Gasoline carrier reports due. 
—Income reports and payment of first in- 
stallment of tax due.—Intoxicating liquor 
reports due-—Kerosene carrier reports due. 


—Lubricating oils carrier reports due— | 


Soft drinks reports due-——Tobacco reports 
due. May 20—Beer wholesale dealer tax 
reports and payment due.—Fuel use tax re- 
ports and payment due.—Gasoline tax re- 
ports and payment due.—Kerosene tax reports 
and payment due.—Lubricating oils tax re- 
ports and payment due.—Sales tax reports 
and payment due——Use tax reports and 
payment due. 


MAINE 


May 1—Premiums tax from insurance 
companies due. May 10—Malt beverage 
manufacturer and wholesaler reporte due. 
May 15—Capital stock reports from tele- 
phone and telegraph companies and from 
railroads, including street railroads, due. 
May 25—Use fuel tax reports and payment 
due. May 31—Gasoline tax reports and 
payment due. 


MARYLAND 


May 1—Chain store tax due. May 10— 
Admissions tax due.—Beer tax reports and 
payment due. May 15—Sales tax reports 
and payment due.—Use tax reports and pay- 
ment due. May 30—Motor fuel cargo lot 
purchases reports due. May 31—Gasoline 
tax reports and payment due. 


MASSACHUSETTS 


_ May 1—Forest land products informa- 
tion reports due. May 10—Alcoholic bev- 
erage excise tax reports and payment due. 
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—Meals excise tax reports and payment 
due. May 20—Cigarette tax reports and 
payment due. May 31—Motor fuel tax 
reports and payment due. 


MICHIGAN 


May 5—Gasoline statements from carriers 
due. May 10—Common and contract car- 
rier reports and payment due. May 15— 
Sales tax reports and payment. due.—Use 
tax reports and payment due. May 20— 
Cigarette tax reports and payment due.— 
Diesel fuel user tax reports and payment 
due.—Fuel sold for use on vessels, tax due. 
—Gas and oil severance tax reports and 
payment due (last day).—Gasoline tax re- 
ports and payment from distributors due. 


MINNESOTA 


May 10—Alcoholic beverage reports from 
wholesalers, brewers and manufacturers due. 
—Iron severance tax reports from carriers 
due. May 20—Cigarette tax reports and 
payment due. May 23—Gasoline tax re- 
ports and payment from distributors due. 
—Special use fuel tax reports and payment 
due.—Tractor fuel seller reports due.’ May 
31—Property tax first‘ semiannual install- 
ment due.—Royalty tax due (last day). 


MISSISSIPPI. 


May 1—Property tax second semiannual 
installment due. May 5—Factory reports 
due. May 10—Admissions tax reports and 
payment due. May 15—Compensating (use) 
tax reports and payment due.—Gasoline tax 
reports and payment from carriers due.— 
Light wine and beer retailer, wholesaler and 
distributor reports due.—Occupation (sales) 
tax reports and payment due.—Timber sev- 
erance tax reports and payment due.— 
Tobacco manufacturer, distributor and whole- 
saler reports due—Use fuel tax reports and 
payment due. May 20—Gasoline distrib- 
utor, refiner and processor tax reports and 
payment due. 25—Gas severance tax 
reports and payment due.—Oil and Gas 
Board maintenance charge due.—Oil sev- 
erance tax reports and payment due. May 
31—Fuel use tax reports and payment from 
carriers of passengers and property due. 
—Gross revenue tax quarterly installment 
from common and contract carriers of pas- 
sengers due.—Use fuel tax on fuel other than 
gasoline reports and payment due. 
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MISSOURI 


May 1—Ad valorem tax statements from 
utilities due-—Premiums tax from insurance 
companies due. May 5—Nonintoxicating 
beer permittee reports due. May 7—Prop- 
erty reports from merchants and manu- 
facturers due. May 10—Oil inspection tax 
reports and payment due.—Petroleum prod- 
ucts receiver reports due. May 15—Alco- 
holic beverage sales reports due. May 25— 
Use fuel tax reports and payment due. May 
31—Freight line, railroad and street rail- 
Way company reports due.—Gasoline dis- 
tributor tax reports and payment due.— 
Soft drinks manufacturer tax reports and 
payment due. , 


MONTANA . 


May 1—Moving picture theater licenses 
issued and tax due. May 15—Beer brew- 
er, wholesaler and transporter tax reports 
and payment due.—Crude petroleum pro- 
ducer reports due——Electric company tax 
reports and payment due.—Gasoline re- 
ports from carriers due.—Gasoline tax re- 
ports and payment due. May 30—Telephone 
company tax reports and payment due. 
May 31i—Annual reports from foreign 
corporations to county due.—Property tax 
semiannual installment due. 


NEBRASKA 


May 1—Gross premiums tax first in- 
stallment from fire insurance companies due. 
—Real property tax first installment due. May 
10—Cigarette distributor reports due. May 
15—Alcoholic beverage manufacturer and 
wholesale distributor reports due.—Gaso- 
line reports from carriers due.—Gaso- 
line tax reports and payment due. May 20 
—Nonresident motor carrier reports due. 


NEVADA 


May 1—Bee owner reports due. May 10 
—Liquor reports by out-of-state, vendors 
due. May 15—Alcoholic beverage manu- 
facturer and importer reports due—Gaso- 
line carrier reports due. May 25—Fuel 
user tax reports and pagment due.—Gaso- 
line tax reports and payment from dealers 
due. 


NEW HAMPSHIRE 


May 1—Domestic savings bank and trust 
company reports due.—Persona! income tax 
reports and payment due. May 10—Alco- 
holic beverage manufacturer, wholesaler 
and importer reports due.—Alcoholic bev- 
erage wholesaler tax due. May 15—Use 
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fuel tax reports and payment due. May 31 
—Motor fuel tax reports and payment due, 


NEW JERSEY 


May 1—Property tax quarterly install- 
ment due.—Telephone, telegraph, express, 
parlor and sleeping car, gas and electric 
line, oil and pipeline company reports due, 
May 10—Excise tax reports and payment 
on interstate buses due——Gross receipts tax 
reports and payment on municipal jitneys 
due. May 20—Alcoholic beverage retail 
consumption and retail distribution licensee 
tax reports and payment due.—Cigarette 
distributor tax reports and payment due. 
May 25—Gross receipts tax reports and 
payment on municipal buses due. May 


30—Gasoline reports from carriers due. 
Second Last Business Day—Gasoline tax 
reports and payment from distributors due. 


NEW MEXICO 


May 1—Franchise tax due.—Property 
tax semiannual installment due. May 15— 
Occupational gross income tax reports and 
payment due.—Oil and gas conservation re- 
ports due.—Severance tax reports and pay- 
ment due. May 20—Motor carrier reports 
and tax due.—Pipeline operator license tax 
due. May 25—Gasoline tax reports and 
payment due—Use or compensating tax 
reports and payment due. 


NEW YORK 


May 15—Additional tax and reports from 
transportation and transmission companies 
due.—Franchise (income) reports and pay- 
ment *of first installment of tax due. May 
20—Alcoholic beverage tax reports and 
payment due. May 25—Conduit company 
tax reports and payment due. May 31— 
Gasoline tax reports and payment due— 
Premiums tax reports and payment from 
insurance companies due.—Wa ter, gas, elec- 
tric, etc., company tax reports and payment 
due. 


NORTH CAROLINA 


May 10—Alcoholic beverage reports from 
railroads due—Gasoline tax reports and 
payment from carriers due.—Unfortified 
wine distributor and bottler tax reports and 
payment due. May 15—Sales tax reports 
and payment due.—Spirituous liquor tax 
due.—Use tax reports and payment due. 
May 20—Gasoline tax reports and payment 
from distributors due——Use fuel tax reports 
and payment due. 
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NORTH DAKOTA 


May 1—Property reports from utilities 
due.—Rural electric cooperative reports due. 
May 10—Cigarette distributor reports due. 
May 15—Beer tax reports and payment 
due—Gasoline tax reports and payment 
due.—Interstate motor carrier tax due. 
May 25—Use fuel tax reports and pay- 
ment due. 


OHIO 


May 10—Alcoholic beverage reports from 
Classes “A” and “B” permittees due.— 
Cigarette wholesaler reports due. May 15 


- —Cigarette use tax reports and payment 


due. May 20—Gasoline reports from 
dealers due. May 30—Gasoline reports 
from carriers due. May 31—Gasoline tax 
due—Rolling stock reports from sleeping 
car, freight line and equipment companies 
due (last day). 


OKLAHOMA 


May 5—Operator reports of mines other | 


than coal due. May 10—Alcoholic beverage 
tax reports and payment due.—Cigarette 
wholesaler, retailer and vending-machine 
owner reports due.—Gross receipts tax re- 
ports and payment from airports due. 
May 15—Gasoline tax reports from dealers, 
retailers and carriers due.—Mileage tax re- 
ports and payment from carriers due.— 
Sales tax reports and payment due.— 
Tobacco wholesaler, jobber and warehouse- 
man reports due. May 20—Coal mine op- 
erator reports due.—Gasoline distributor 
and imported gasoline purchaser tax re- 
ports and payment due—Property tax 
reports and payment from rural electric co- 
operatives due——Use fuel tax reports and 
payment due.—Use fuel tax reports from 
carriers due-—Use tax reports and payment 
due. May 31—Oil, gas and mineral gross 
production tax reports and payment due. 


OREGON 


May 15—Property tax quarterly install- 
ment due. May 20—Alcoholic beverage tax 
reports and payment due.—Motor carrier 
reports due if tax is paid as per Table A or B. 
—Motor vehicle broker and forwarder tax 
due—Use fuel tax reports and payment 
due. May 25—Gasoline tax reports and 
payment due. May 31—Motor carrier tax 
due if tax is paid as per Table A or B. 
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PENNSYLVANIA 


May 10—Malt beverage reports due— 
Soft drinks reports due—Spirituous and 
vinous liquor importer reports due. May 
15—Alcoholic beverage manufacturer tax 
reports and payment due.—Income tax sec- 
ond installment due. May 31—Gasoline tax 
reports and payment due.—Use fuel tax 
reports and payment due. 


RHODE ISLAND 


May 1—Corporation (income) reports 
for calendar year due——Franchise tax re- 
ports and payment for calendar year due. 
May 10—Alcoholic beverage reports from 
manufacturers due. May 15—Gasoline tax 
reports and payment due. May 20—Sales 
tax reports and payment due.—Use tax re- 
ports and payment due. 


SOUTH CAROLINA 


May 1—Alcoholic beverage wholesaler re- 
ports of alcoholic beverages received due. 
—Franchise tax from public utilities due. 
May 10—Admissions tax reports and pay- 
ment due.—Alcoholic beverage wholesaler 
and retailer reports of alcoholic beverage 
sales and additional tax due—Power tax 
reports and payment due (last day). May 
20—Fuel oil dealer reports due.——Fuel oil 
user tax reports and payment due.—Gaso- 
line tax reports and payment due. 


SOUTH DAKOTA 


May 1—Motor carrier of passengers tax 
due.—Utility reports from rural electric 


companies due. May 10—Motor carrier in 
interstate commerce tax reports and pay- 
ment due. May 15—Alcoholic beverage 
sales reports due.—Gasoline reports from 
carriers and retail airplane vendors due.— 
Gasoline tax from dealers due.—Use fuel 
reports from carriers due—Use fuel tax 
reports and payment due. May 20—Pass- 
enger mileage tax due. May 30—Domestic 
corporation reports due (last day). May 
31—Gasoline reports from dealers due. 


TENNESSEE 


May 10—Alcoholic beverage reports due 
(last day).—Barrel tax on beer due.—Gaso- 
line tax reports from carriers due. May 
15—Fuel user reports due.—Use fuel re- 
ports from carriers due. May 20—Gasoline 
tax reports and payment from distributors 
due.—Oil production tax reports and pay- 
ment due.—Sales tax reports and payment 
due.—Use tax reports and payment due. 





TEXAS 


May 1—Franchise tax due. May 15— 
Beer tax reports and payment due.—Oleo- 
margarine dealer tax reports and payment 
due. May 20—Liquefied gases and liquid 
fuel tax reports and payment of users due. 
—Motor fuel reports from carriers due.— 
Motor fuel tax reports and payment due. 
May 25—Carbon black production tax re- 
ports and payment due.—Cement distribu- 
tor tax reports and payment due.—Natural 
gas production tax reports and payment 
due.—Prizes and awards of theater tax 
reports and payment due. May 30—Oil 
production tax reports and payment due. 


UTAH 


May 10—Liquor licensee reports due. 
—Use fuel reports from carriers due. May 
15—Sales tax reports and payment due. 
—Use fuel tax reports and payment due.— 
Use tax reports and payment due. May 25 
—Gasoline reports of carriers due.——Gaso- 
line tax reports and payment from distribu- 
tors and retailers due. 


VERMONT 


May 10—Alcoholic beverage tax reports 
and payment due. May 15—Corporation 
income reports and payment of tax or first 
installment thereof due—Electric light and 


power company tax reports and payment 
due. 


payment due. 


VIRGINIA 


May 1—Annual reports from motor bus 
transportation companies due.—Individual 
income reports due—Information at source 
reports from individuals due.—Intangible 
property reports due.—Property reports 
from car companies, car trust and mercan- 
tile companies, express companies, motor 
bus transportation companies in cities and 
towns, pipeline transmission companies and 
railway and canal companies due.—Public 
utility reports due.— Tangible personal 
property reports due. May 10—Beer dealer, 
bottler and manufacturer reports due.—To- 
bacco tax from warehousemen due. May 


May 31—Gasoline tax reports and’ 


20—Gasoline tax reports from carriers due.’ 
—Use fuel reports from dealers and re- 
sellers due. May 31—Gasoline tax reports 
and payment due.—Use fuel tax reports and 
payment due. 


WASHINGTON 


May 1—Property reports from private 
car companies due. May 10—Malt product 
brewer and manufacturer reports due. May | 
15—Butter substitutes reports and payment ~ 
due.—Cigarette drop shipment reports from 
wholesalers due—Gross income tax re- 
ports and payment due.—Gross operating 
tax reports and payment from utilities due. 
—Sales tax reports and payment due— 
Use tax reports and payment due. May 20 


—Use fuel tax reports and*payment due, 
May 25—Gasoline reports from carriers due, 
—Gasoline tax reports and payment due. 


WEST VIRGINIA 


May 1—Bank share tax due. May 10— 
Alcoholic beverage tax reports and pay- 
ment due. May 15—Cigarette use tax re- 
ports and payment gue.—Sales tax reports 
and payment due. May 30—Gasoline tax 
reports and payment due. May 31—Prop- 
erty tax semiannual installment due (last 
day). 


WISCONSIN 


May 1—Boat, vessel, etc., tax reports and 
payment due—Coal dock reports due.— 
Grain elevator reports due.—Scrap iron and 
scrap steel dock reports due. May 10— 
Alcoholic beverage reports due.—Cigarette 
wholesaler and manufacturer reports due. 
May 20—Gasoline tax reports and payment: 
due. 

WYOMING 


May 1—Property reports from railroads 
due. May 10—Bank share tax installment 
due.—Gasoline reports from Carriers due— 
Property tax semiannual installment due. 
May 15—Gasoline reports from dealers due. 
—Gasoline tax reports and payment from 
wholesalers due-—Motor carrier tax reports 
and payment due.—Sales tax reports and 
payment due.—Use tax reports and payment 
due. 


| INTERPRETATIONS—Continued from page 328 | 


The court in this case overruled the former 
decision in In re Raine’s Estate, 193 Wash. 
394, 75 Pac. (2d) 933. In the Raine case, 
the word “stepchild” was held to be usable 
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only with reference to children whose natural 
parent outlived the stepparent, unless the | 
stepparent and natural parent happened to 
leave issue surviving them.) 
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